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EDITORIAL 


The Bulletin of the American Institute 
of Accountants, published July 15th, 
contained an interesting Summary of the 
accomplishments of the seventy-third —- Which departed 
for its several homes on June 18th. Opinions will differ as to the 
results of the labors of this unusual congress. It was probably 
the most obedient legislature ever assembled in the history of the 
United States. If every president from Washington onward had 
been so blessed by an absence of recalcitrance in the capitol as was 
President Franklin Roosevelt during the first fifteen months of his 
administration, the country would probably be very much better 
off today thanitis. At times congress may have saved the coun- 
try from unwise administrative theories, but we believe that most 
of our presidents would have made a greater success of things 
had they been unhampered by legislative idiosyncrasies. We are 
too near the record of this congress to obtain a true perspective 
of itsaccomplishment. Some of the things which it did were quite 
evidently foolish, some were mildly unwise, many perhaps were 
beneficial; but the point of special importance to accountants is 
that no other congress ever did quite so much to bring accountancy 
to the fore as was done between March, 1933, and June, 1934. 
Whatever one may think of the so-called new deal with its mul- 
tifarious implications, everyone must admit that it has produced 
a spirit of investigation and analysis—and that is where account- 
ancy comes into its own. Whether the ‘‘codes” live or die, are 
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upheld or thrown out by the courts, people are thinking, and when 
they think they begin to scrutinize and to tear apart to see what 
it is that makes the wheels go ’round. To do this they must 
learn something of the records of what has been done and what is 
being done, and so accounts have assumed a significance in the 
public mind quite unequalled in the past. All the innumerable 
and alphabetical bureaus which seek to tell us how to live and 
move and have our being call for an infinite amount of accounting, 
some of it significant and some valueless, but ali accounting 
nevertheless. The summary of the record which appeared in the 
Bulletin recited some of the more important deeds of the congress. 
One can not know what their effect may be so far as the welfare 
of the country is concerned, but in the meantime the accountant 
can render a magnificent service to his country and his people if he 
will do his utmost to make clear the facts. Some of the things 
which are claimed as the peculiar accomplishments of the new 
deal are quite old, and some of those which are truly new may have 
exceeding merit. The accountant can help more than any 
other man to place the final valuation upon these various en- 
deavors. 


One of the chief adverse criticisms di- 
rected by readers against the policy of 
THE JOURNAL OF ACCOUNTANCY has 
been that the magazine devotes an unnecessary amount of at- 
tention to the question of professional ethics. It has been said 
that it is superfluous to inculcate ethics, because the man who is 
naturally ethical will do the ethical thing and the man who is not 
naturally ethical will not be diverted from his ways by preach- 
ment. But it seems to us that ethics is so fundamental a part of 
every profession that it is almost impossible to devote too much 
attention to it. A large portion of the literature of the bar con- 
cerns the principles of high morality which should animate the 
members of the legal profession. Medical men are more con- 
cerned today than ever before with the question of ethical practice, 
because there has of late arisen in that great profession a spirit 
of greed and unscrupulous scrambling for patients that threatens 
the whole fabric of medicine. Accountancy as a rule has been 
fairly clear of the more reprehensible departures from professional 
ethics, but there is still enough temptation to depart from strict 
rectitude to make the constant reiteration of ethical principles 
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imperative. In a recent case an attorney was charged with 
illegal solicitation of law business and was censured by Judge 
Henry T. Lummus of the supreme court of Massachusetts. The 
point of peculiar interest to us is the conclusion of the report of 
the decision. The court said that in the practice of law those best 
equipped to handle matters for their clients did not solicit busi- 
ness in this way. ‘But if it is permitted it results in public harm 
and brings a large amount of business into the hands of lawyers 
least fitted to handle it. It results in an evil and puts business in 
the hands of those who give little in return for it. . . . A young 
man who is starting out may be hampered by the rule, but in 
time, if he has sufficient ability, business will come to him. But 
this is a get-rich-quick scheme applied to the law and like all such 
schemes it does not give the public a fair deal.’”” The solicitation 
of business by accountants continues to exist probably to a greater 
extent than is known to the more ethical members of the profes- 
sion. The principal excuse for soliciting is that the young man 
must make himself conspicuous in some way so as to attract 
clients. And the question asked repeatedly is: How can a man 
become prominent if he does nothing to draw attention to himself? 
The answer of Judge Lummus to this plea is sound and should 
be convincing. Everyone must sympathize with the desire of the 
young practitioner to obtain practice, but that is not to admit 
that there is any excuse whatever for going out into by-ways and 
hedges to compel clients to come in. The difficulty encountered 
in building up a practice is one of the things that is irksome at the 
moment but will be pleasant to look back upon when success 
shall have been achieved. At any rate, it is gratifying to have 
another authentic statement of the evils of solicitation from so 
high an authority as a member of the supreme bench of Massa- 
chusetts. 


We have been requested to draw atten- 
tion once more to the dates of the annual 
meeting of the American Institute of 
Accountants, which will be held this year in Chicago, Illinois. 
The dates are October 15th—18th and the place of meeting is the 
Stevens Hotel. The program, tentatively arranged, has several 
unusual features and the committee on meetings which has been 
at work for some time reports that the prospects of attendance 
are excellent. Special arrangements for railway transportation 
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can be made in all parts of the country. The Century of Progress 
exposition will continue until October 3ist and the railway rates 
applicable to tickets to and from Chicago during that exposition 
will make it possible to attend the meeting of the Institute at an 
exceptionally low cost. The American Institute of Accountants 
cordially invites all who are interested in accountancy to attend 
the open sessions of its annual meeting. 


A correspondent raises an interesting 
question relative to the interpretation 
of rules of ethics. It is one of those questions which depend upon 
a definition of what constitutes an offense of a certain kind. The 
correspondent says: “A certain publishing house is making an 
offer of a set of law books, a brochure on business, subscription 
to a service and to several magazines, and this offer is accom- 
panied by a letter expressing a good opinion of the books and 
the services. The C. P. A. examination of last November 
asked the question: ‘Why should not accountants advertise?’ 
May I now ask the question: What constitutes advertising?’’ 
Enclosed with the letter from our correspondent is a clipping 
from an unidentified paper, at the top of which appears a headline, 
“Everyone should know what a certified public accountant told 
. . . businessmen.” Then appears the name of the accountant, his 
address and a description of a booklet which purports to explain 
how prosperity may be rapidly attained. The printed announce- 
ment concludes as follows: ‘‘I have no ax to grind, no interest in 
its publication, its authors or its backers, in fact I do not know 
any of them and never heard of the author, but of all the plans 
that have been devised I believe that this is the one plan that will 
solve our problems quickly, effectively and permanently.’’ This 
is followed by the printed signature of the accountant. Upon 
receipt of this letter we asked the author to give us further ex- 
planation and he then wrote as follows: 


What is Advertising? 


“T evidently did not outline the proposition of the publishing 
firm clearly enough. The recipient of the books, magazines and 
business service, for a very nominal cost, is to be called upon at 
various times for a written statement of the services received. 
These statements to be written on the firm’s stationery and signed, 
similar to the clipping I enclosed in my letter of the 14th. 

‘““As I recall it, the headline of the advertisement was, ‘See 
what a public accountant says about such and such a plan,’ in 
‘scare-head’ type. 
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‘‘Does the publishing of such a letter of endorsement for an 
article constitute advertising for the accountant writing such a 
letter? 

‘In the case of a doctor, the endorsing of a certain medicine or 
type of food does violate the code of ethics of the medical pro- 
fession. If the reader of the advertisements will read them 
closely, they will find that the doctor is famous, not in this coun- 
try, but in Europe. 

‘The medical profession has ruled, as I understand it, that the 
endorsing of food stuffs or patent medicines is advertising to that 
doctor and, as such, is against their code of ethics. 

‘“‘Is not the endorsing or writing an opinion on a book or set 
of books on the firm’s stationery, that becomes the property of 
the publishing firm and may be used as advertising material, 
the same as the doctors’ endorsing food stuffs or patent medi- 
cines? 

“If the cases are parallel doesn’t the accountant, by accepting 
the offer of the publisher, violate the code of ethics, whether his 
letter is used or not? 

“If the cases are not parallel, what does constitute adver- 
tising?’’ 


San Watts Dies ‘Dineiie An accountant eminent in the early 

days of accountancy, and now, alas, no 
longer with us, said shortly before his death that ethics was a state 
of mind and that if a man were not born with the ability to dis- 
tinguish between what was proper and what was improper it 
would be a difficult matter to instil in him a true sense of the 
proprieties. That, it seems to us, is the most effective answer that 
can be returned to our correspondent’s inquiry. The accountant, 
we think, must ask himself the question whether any statement 
which he makes is to be helpful to him personally in his profes- 
sional practice or is solely designed to enlighten the public. 
There have been many instances considered by committees on 
professional ethics wherein it was difficult to determine whether 
an offense had or had not been committed. For example, it has 
often been held that an accountant who writes a book or a maga- 
zine article which is widely quoted and generally read may derive 
an indirect benefit in prestige and yet be entirely within the 
bounds of propriety. In that case the publicity which he receives 
is purely incidental. Every lawyer who becomes the author of a 
standard text on a legal question necessarily acquires a certain 
amount of notoriety or fame, whether he desire that acquisition 
or not. On the other hand, if a man does some important thing 


85 

















The Journal of Accountancy 








in his profession and his conduct is dictated primarily by the 
desire for self-advertisement he is not within the bounds of pro- 
priety. It is a question which each man must decide for himself 
after careful and prayerful consideration. If he can honestly 
say that his principal purpose is to render a service to his pro- 
fession, whether that be medicine or law or the church or ac- 
countancy, he is entirely justified in doing the thing which he 
believes that he can do even if he knows that it will bring him 
into prominence. If, however, his first thought is to make his 
name more widely known so that his practice may increase and 
his profits grow greater he is probably guilty of a moral breach of 
the code of ethics of his profession. 


As an illustration of the border-line 
cases which are hard to decide let us 
suppose that a manufacturer of some 
nationally advertised article obtains an opinion from an account- 
ant which is based upon the result of research or of a question- 
naire. If the accountant says for publication that the XYZ 
Company is the manufacturer of a blotting paper which excels 
all other blotting papers in absorptive power, and that he bases 
such an opinion upon statements received from persons who use 
blotting paper, is he guilty of a breach of the code of ethics of his 
profession? We believe that he is. Our correspondent believes 
that a physician is forbidden to endorse a patent medicine or a 
food. We are inclined to believe that a lawyer who endorsed a 
form of legal document produced by a printing house would be 
construed as a violator of the legal code of ethics. Arguing 
from these analogies it seems to us that the accountant who 
endorses some article of merchandise is equally guilty of a de- 
parture from the highest standard of professional ethics. Ad- 
vertisement as the word is commonly used is restricted to a much 
narrower field than that which it originally embraced. Strictly 
speaking, advertisement is something which turns the attention 
of people to something. We now use the word as a statement 
which praises or recommends some special article in which the 
advertiser has direct or indirect interest. What does constitute 
advertising is one of the most difficult of all problems for every 
professional man to decide. There is such a wide twilight zone 
between the proper and the improper that no code or rule can 
draw a distinct line of partition between them. 
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Undoubtedly every man who has his 
way to make in the world must be con- 
scious of the effect which will probably 
follow any act or word of his. It would be silly to suggest that no 
professional man should ever consider the effect arising from a 
cause. The point which is distinguishable is in a man’s own mind. 
If the result in terms of dollars is more important than the result 
in terms of accomplishment or assistance to the profession, the 
properly animated professional man will have nothing to do with 
it. As we have said before, personal aggrandizement shauld be 
secondary, if not even further removed from the primary purpose. 
If an accountant advertises in the public press, he knows that he 
is doing so in order to attract attention to himself or his practice 
and therefore, although most of the codes of ethics permit a 
supposedly modest form of ‘“card’’ advertisement without ref- 
erence to peculiar merits or qualifications, we believe that such 
advertising is unwise and ultimately unethical. It is, of course, 
admitted almost universally that an accountant who describes 
himself as better than his fellows is guilty of gross impropriety. 
The accountant who merely yields to the blandishments of an 
advertising solicitor and allows his name, address and professional 
designations to be printed in a book, magazine or daily paper 
may not break any rules so far established, but he is not following 
the highest ideal of ethical procedure. The whole question of 
what constitutes advertising is becoming more acute day by day. 
This is due in part to the increase of recognition which is given 
by all professional men to the undesirability of self laudation, 
The man who wants to be absolutely untouched by taint of un- 
professionalism will be wise to abjure all forms of printed adver- 
tisement. Probably in the future not far distant there will be 
as strict a rule against advertisement of any kind as there is today 
against self praise in advertisement. The matter has been dis- 
cussed so many times that it seems difficult to find anything new 
or helpful to say that has not already been said, but at the risk of 
a charge of needless repetition let us reiterate that professional 
service and commodities are in totally different categories, It is 
proper to advertise truthfully and modestly the virtues of any 
article offered for sale in which the vendor has faith. The 
article which he offers is not himself; it is something which he has 
made or bought or developed. He can praise this thing if he 
truly believes in its excellence, and in doing so he may in many 
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instances render a service to potential buyers. But no man can 
say that he is wiser or better equipped or more richly endowed 
with ability than his fellows without losing much of that fine 
gentlemanly feeling which underlies all high professional ethics. 


We had believed that accountants gen- 
erally were of the opinion that prophecy 
should never enter into the field of 
accountancy and, accordingly, in THE JOURNAL OF ACCOUNTANCY 
for July, 1934, the notes upon that subject were written with the 
notion that they would meet with unqualified endorsement. But 
we have now received a letter which indicates that we were 
unduly optimistic. This letter reads in part as follows: 


Question of Prophecy 
is Revived 


‘“‘With reference to your editorial in the July, 1934, issue of 
THE JOURNAL OF ACCOUNTANCY, captioned, Prophecy Has No 
Part in Accountancy, is it not time that this outworn dogma be 
removed from the many unwritten laws of accountancy? 

‘*We will not quibble about a definition—prophecy may include 
such discredited arts as foretelling events by the use of cards or a 
crystal ball, but, simply stated, it means, according to Webster’s, 
‘a declaration of something to come; a prediction.” Where is there 
a professional man who does not predict? The prediction may 
be qualified to some extent, but it is still a ‘prophecy.’ 

‘‘A doctor will tell a patient that he will be cured by an opera- 
tion. The doctor has seen a great many cases cured by the opera- 
tion and so is willing to prophesy. A lawyer will tell his client 
that he will win his suit. The lawyer has attempted to draw 
analogies between his client’s case and similar cases which have 
already been decided by the courts. Often both the doctor and 
the lawyer are wrong, but it seems perfectly reasonable for them 
to prophesy. 

‘“‘An accountant will set up a budget and, if he is a good ac- 
countant, he will do far more than state that if a certain income is 
attained and the expenses are kept within a stated amount, 
the profits will be so much. That would be simple mathematics. 
His value as a professional consultant depends on his knowledge 
of the conditions which will govern the accomplishment of the 
budget—the ‘reasonable’ attainment of the expected income, the 
practicability of holding the expenses within prescribed limits. 
With the facts of a business at his disposal, supplemented often 
by a knowledge of operating conditions in similar businesses, 
why is it contrary to the tenets of a conservative professional 
man for him to predict results which may, ‘in his opinion,’ be 
expected? We believe that accounting is not an exact science, 
that a balance-sheet is only someone’s opinion of the financial 
condition of a company at a particular instant. An opinion may 
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be worth much or little, depending on the professional man’s 
knowledge of pertinent facts and his own interpretative ability. 
Why discredit or call a man a ‘fool’ if he should use this same 
ability to forecast results which may reasonably be expected and 
make these forecasts available to others? These prophecies may 
always be qualified by the omnibus saving clause, ‘in my (our) 
opinion.’”’ 


This letter is remarkable because it 
loses sight entirely of the reason why 
prophecy is taboo. If a physician tells 
a patient that an operation will effect a cure or if a lawyer predicts 
success in a case, the patient or client realizes that it is purely an 
expression of opinion. The work of the lawyer and the physician 
is largely involved in future developments. The accountant deals 
with the past. He has nothing whatever to do with the future. 
He may, of course, notice that there are weaknesses in the methods 
or the structure of a business and may point out how he thinks 
improvement could be brought about, but in that he is not an 
accountant—he is more a business counsellor. As an accountant 
his value to the community rests upon his ability to analyze facts, 
and a fact, as everyone knows, is something which is accomplished 
or done, not something that will be done. The trouble is that so 
many people misunderstand the true nature of accountancy that 
they disregard those essential characteristics which separate ac- 
countancy from all other professions. By virtue of the fact 
that accountancy has always been the science of things done, it 
occupies a position of absolutely unequaled importance. The 
accountant may express his opinion and should always qualify 
his certificate as our correspondent suggests by the words “‘in our 
opinion,”’ but the opinion which he expresses is merely an interpre- 
tation of the facts. It does not justify him in reaching out into 
the future and arguing from precedent something that is purely 
prospective. Our correspondent would have the accountant be- 
come a prophet. Prophets are rare creatures and most of them 
are wrong. Far safer is it for the accountant to deal with accounts 
and let theoretical prognostication fall to some other man. 


Accountancy Unlike 
Other Professions 
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Accounting Principles and the Statutes 


By HENRY RAND HATFIELD 


In his valuable article Stated Capital and Treasury Shares which 
appeared in the March issue of THE JOURNAL OF ACCOUNTANCY, 
George S. Hills correctly says that, ‘‘ very few lawyers or account- 
ants understand the true nature of stated capital’’ (p. 202). This 
lack of understanding is not so damning an indictment of the two 
allied, but alas often dissonant, professions, as might at first 
appear. It is due rather to the fact that those who invented the 
term were not themselves quite sure of its meaning, and as a 
consequence it has ever since been used vaguely and inconsistently. 
One of the highest authorities on corporation law describes, if 
he does not define, stated capital as a ‘‘ mathematical limitation.” 
There is much in favor of this view and it avoids some of the 
difficulties arising from other, more specific, definitions. A 
mathematical limitation once determined by statute can not be 
altered by the whims or crotchets of a mere accountant. It is 
fixed and immutable save by the omnipotence of sovereignty. 
While different in content, it resembles in immutability the term 
“authorized capital.'’ The amount authorized may of course 
be changed, but only by the authority that determined it in the 
first instance. Similarly with the term stated capital, if one ad- 
heres to the definition quoted above. But if this is the correct 
view one can not legitimately speak of any business transaction 
as impairing stated capital, as do Mr. Hills and the statutes of 
many states (but not California). A payment of cash or an 
unsuccessful course of business may create an accounting deficit 
but can not affect a ‘‘ mathematical limitation.”’ 

Mr. Hills is more specific, saying that stated capital represents 
‘an amount of dollars or dollar value . . . [which] must be main- 
tained by a corporation for the benefit of creditors or shareholders 
and can not be reduced, paid out to shareholders or otherwise 
withdrawn except under statutory authority’’ (p. 205). If there 
has been an operating or any other deficit, obviously the ‘‘amount 
of dollars’’ has not been maintained and, willy nilly, that which 
can not be reduced has been reduced. For stated capital, accord- 
ing to Mr. Hills, is by implication something which in certain 
circumstances is capable of being ‘‘ paid out,’ and that quantum 
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of payable values is no longer as great as before. To prevent 
misunderstanding it must be repeated that the abstract quantity 
used as a measure may not have been reduced, but the amount of 
dollars or dollar value, which is a protection to creditors, has been 
impaired and reduced. 

Mr. Hills says: ‘‘It is an ingenuous defense to take the position 
that a book or balance-sheet deduction from stated capital is not 
the kind of ‘reduction’ of stated capital which is prohibited by 
law’’ (p. 210). There are two criticisms of this statement. The 
first is that if stated capital is a measure or limitation fixed by 
statute, obviously no mere figure printed on one side of the 
balance-sheet rather than the other can affect that which the 
statute has ordained, and hence does not run counter to a prohibi- 
tion. The other more significant criticism is that the position 
referred to, far from being a sign of ingenuousness, is rather an 
indication of sophistication in regard to accounting technique, in 
which Mr. Hills, alas, does not participate. 

In the naive arithmetic of the grade school, if two apples are 
taken from five apples the three remaining units are also apples. 
But this is not true in accounting. The deduction of operating 
expenses from operating revenues does not alter or reduce such 
revenues; the deduction of the dotation of a sinking-fund reserve 
from net profits does not in any sense reduce net profits. It is 
similar with stated capital. Perhaps illustrations from the 
balance-sheet, instead of the income statement, would be even 
more pertinent. It is perfectly correct accounting (the question 
of its advisability may be waived) to show on the credit side of the 
balance-sheet: 


ef eee ee $100,000 
Reh SNS vo 2s ha o. BOss os aA Sa ee 10,000 

OO CT OT OTE $ 90,000 

or, on the other side of the balance-sheet, to show: 

CMee STU. ww cc ewecudpevessecccbachubeceeds teeaneEn $100,000 
Ree GH ois i. 6 fies i ssn. CS 50,000 

Cass ban Cnet inne so >< + 00knkiede cheek eeeenee $ 50,000 


Such deductions in the balance-sheet do not mean that either 
the authorized capital stock (a legal limitation) or the cost of 
the building (an historic fact) is anything else than $100,000. 
No one can hold that there is any misrepresentation or, if the 
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statute states that the authorized capital can be changed only in 
some definite manner, that this exhibit performs a prohibited 
act. If Mr. Hills considers such a presentation as either incorrect 
or even ingenuous I regret that one who is a master in the field of 
corporation law, and shows, for a lawyer, such an unusually good 
grasp of many features of accounting, should yet be so unversed 
in its technique. 

In just the same manner, if a corporation starts with stated 
capital represented by 1,000 shares of stock with a par value of 
$100 a share, and in the course of its first year’s business runs at a 
loss of $10,000, having in the meantime borrowed $15,000, the 
balance-sheet should show: 


(peut: $105,000 Stated capital...... $100,000 
Less deficit. ..... 10,000 $ 90,000 
Notes payable... .. 15,000 
$105,000 $105,000 


The alternative method of showing the deficit is too horrible to 
appear in the pages of THE JouRNAL. (While I could furnish 
what I consider a satisfactory title for the credit item of $90,000, I 
purposely leave it unlabeled to avoid somewhat irrelevant dis- 
cussion as to the appropriateness of my rubric.) 

One thing is certain, the method here used does not mean that 
the stated capital, in the sense of a mathematical limitation or of 
a measure for determining surplus, has been reduced. On the 
other hand it is equally certain that the stated capital, with Mr. 
Hills’s connotation of ‘‘the amount of dollars or dollar value . . . 
which must be maintained by a corporation for the benefit of its 
creditors,’’ has been reduced. For this reason the ‘‘ mathematical 
limitation’’ concept seems preferable. 

The situation is somewhat analogous to restrictions placed by 
law on national banks. This law establishes a “legal reserve’’ 
amounting to a certain per cent of deposits. What may be 
counted as reserve is somewhat arbitrarily, but definitely, fixed. 
To be sure, the amount of reserve changes from day to day, but 
at any given moment it is definite. It might have been made a 
percentage of the capital stock in which case, like stated capital, 
it would not be subject to daily fluctuations. The bank act does 
not require that the bank maintain the full legal reserve, but it 
prohibits certain transactions unless the legal reserve is on hand. 
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The recent corporation acts prohibit the purchase of the corpora- 
tion’s shares unless the net assets are in excess of the stated capital. 
In either case there is a legally determined measure by which the 
propriety of certain transactions is ascertained. The bank act 
does not require that bank balance-sheets show the legal reserve. 
(Perhaps it should doso.) The corporation acts do not all require 
that the stated capital be shown, though this is generally done. 
But if a bank showed that while the legal reserve requirement or 
measure was $100,000 it actually had only $60,000, such a showing 
would not be a violation of the bank act; nor is the deficiency in 
the reserve in itself a sign of illegality. It merely means that the 
bank must refrain from some otherwise permissible transactions. 
Similarly it is not illegal to show that not only is there no surplus, 
but that the net assets do not come up to the amount of stated 
capital; nor is the situation itself, if caused by unsuccessful busi- 
ness, one violating the law. But such a showing properly 
emphasizes the fact that the corporation may not purchase its 
own shares. When Mr. Hills speaks of a balance-sheet as an 
‘appalling violation of the law regarding stated capital’’ he is 
either speaking carelessly or is in error. 

Mr. Hills properly devotes more attention to the treatment of 
treasury shares than to the showing of a deficit. The statutes, in 
which stated capital is featured, generally require: (1) that the 
surplus be reduced and (2) that stated capital shall not be affected 
by the transaction. The first provision is somewhat illogical. 
Even Mr. Hills states that it is ‘obviously unwise”’ to decrease 
earned surplus coincident with the purchase of treasury shares 
(p. 214); although, under the statute, that seems imperative where 
the only surplus is earned surplus. The second provision is also 
illogical, unless stated capital is regarded merely as a “‘mathe- 
matical limitation.” 

But all the requirements can easily be met without violating the 
provision (which in California is equally binding) that the balance- 
sheet shall be in ‘‘a form sanctioned by sound accounting prac- 
tice.”” To illustrate; a corporation may be assumed whose ac- 
counts show: 





) Pee $120,000 Preferred stock... . . $50,000 
Common stock... ... 50,000 

Stated capital..... $100,000 

Earned surplus... . 20,000 

$120,000 $120,000 
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After the purchase of $20,000 common shares the status could 
be shown as follows: 


ae ieee $100,000 Preferred stock...... $ 50,000 
Common stock.... $50,000 
Less treasury shares. . 20,000 30,000 





Surplus applied to 
treasury shares. . 20,000 


Stated capital..... $100,000 


In this form there is no intimation that stated capital has not 
been reduced by the transaction, but it is clearly shown that the 
outstanding common stock has been reduced. This is decidedly 
better than the showing which is advocated by some writers, 
namely : 


Assets................ $100,000 Stated capital........... $100,000 
(500 shares preferred stock par $100) 
(300 shares capital stock par $100) 


The former statement is better because: (1) it does indicate that 
there is treasury stock on hand of $20,000; (2) that in the event of 
liquidation, the value of assets being unchanged, there is a real 
surplus of $20,000 to be shared by preferred and common share- 
holders in whatever ratio the articles provide. 

Of course, some of these facts could be combed out of the form 
just given, but an explicit showing is certainly preferable. It is 
true that all of the facts including the existence of $20,000 treas- 
ury shares could be shown, as some recommend, by a footnote; 
just as, instead of entering items in the ledger, they might be 
recorded on the bookkeeper’s cuffs or on a blackboard in the 
president’s private office. But if the balance-sheet ‘“‘should show 
not only all assets and liabilities but also the existence or absence 
of any restrictions or qualifications applicable to either,’’ footnotes 
and parenthetical explanations should yield to formal statements 
in the balance-sheet itself. 

The dictum is expressed that the word “‘surplus”’ in the balance- 
sheet should represent a true surplus (p. 203). This is indis- 
putable. It is just as true as that the terms ‘‘cash”’ and ‘‘ bonded 
debt”’ should represent true cash and true bonded debt. But is 
the inference correct that there is a one-to-one correspondence 
between a true surplus and the amount legally available for 
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dividends or for purchase of shares? Mr. Hills asserts that such 
amount should be ascertainable ‘without combing the balance- 
sheet and disallowing items which should not be reflected in 
surplus.’’ But surplus as defined by statute does not always 
determine the amount legally available for dividends. A contract 
with bondholders may require that part of ‘‘the excess of net 
assets over stated capital’’ must be retained as a sinking-fund 
reserve, even though it is still, indubitably, a part of surplus; a 
statute may provide, as is true in the case of our national banks, 
that dividends may not be paid, in early years, to the full amount 
of the surplus. Still more important are the restrictions against 
paying dividends to the amount of the surplus, if such payments 
would threaten the solvency of the corporation. To ascertain 
whether such a condition exists, the balance-sheet must be combed 
and with a very fine-toothed comb, to see how much of the actual 
legal surplus is available for dividends. Dividends, at least in 
the California statute, are usually limited, not by the amount of 
surplus, but by the amount of realized earned surplus. The two 
are not legally the same. The statute (sec. 346) distinctly 
recognizes ‘‘an earned surplus, representing unrealized profits,” 
but such is not available for dividends. 

In all of the above cases dividends may not be paid to the full 
amount of the surplus. On the other hand, dividends may, in 
some cases, legally be paid in excess of the surplus. In several 
jurisdictions (I think inadvisably) dividends may be paid ‘‘out 
of” current profits, although because of a previously incurred 
deficit there is no surplus, earned or unearned. And, more 
generally, dividends in the case of a ‘‘wasting asset’’ corporation 
may be paid where there is no surplus, even when the net proceeds 
of the year are less than the price paid for the mineral in situ. 
Mr. Hills fails therefore to distinguish carefully between surplus 
and the amount available for dividends. In some cases not all 
of the surplus is available for dividends; in other cases dividends 
may be paid in excess of the surplus. 

One fundamental difficulty exists in the entire discussion. The 
responsibility for this in no way rests upon Mr. Hills but falls in 
the first instance on the financiers who have expressed the terms 
upon which shares may be repurchased. The law makers may 
share in the responsibility, for in framing the statutes ‘doubtless 
the legislative intent is inartistically expressed.” (People v. Gaus, 
92 N. E. 231.) 
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The difficulty is as to the precise meaning of the phrase “ pur- 
chased out of surplus.’’ Assume a corporation whose books 
show the following: 

Plant $120,000 Stated capital 


(1000 shares at $100 par) 
Earned surplus 


$120,000 $120,000 


The directors decide to purchase 200 shares at par, but there is no 
(or insufficient) cash on hand—the assets, representing surplus as 
well as capital stock, consisting of investment in plant. It, there- 
fore, issues $20,000 bonds which, to put the case in the clearest 
form, are issued directly as payment for the shares. Are these 
shares purchased ‘‘out of surplus’’? In the sense of the statute, 
yes. But must not one who considers that stated capital is an 
“amount of dollars’’ which, in certain circumstances, can be 
“‘paid out’’ also look upon surplus (which is closely akin to capital, 
although not stated capital) as something which it is possible to 
pay out? But in this case the dollar value is in the form of fixed 
or working assets, which could inconveniently be paid out. What 
is paid out is the issue of bonds. On the other hand, if (as I am 
inclined to prefer) stated capital (and presumably its close affinity, 
surplus) is a ‘‘mathematical limitation,”’ the prohibition of paying 
anything out of a ‘“‘mathematical limitation’’ can have at best 
only a highly esoteric meaning. One may pay out merchandise, 
or securities, or even parcels of real estate; one might have paid 
out gold dollars, and may pay out silver dollars, paper dollars, or 
even ‘‘rubber’’ dollars; but to pay out a ‘“‘mathematical limita- 
tion’’ does indeed present a situation which the accountant is 
unable to handle. It is admitted that the best of accountants use 
similar expressions. But, as compared with law, accounting is an 
infant profession, and leniency should be shown if its untrained 
tongue has not yet learned always to use technical terms with 
the exactitude and nicety characteristic of the legal profession. 
It does, indeed, rather gravel an accountant to be told that 
leading writers on accountancy, the federal reserve board, the 
American Institute of Accountants, the provisions of the federal 
income-tax administration, and those of the federal trade com- 
mission, all, are wrong (p. 203). It seems just a trifle like the 
soldier who declared that all the regiment, except himself, was 
out of step. But this paper, somewhat more modestly, makes 


96 











SATII 











Accounting Principles and the Statutes 








no wholesale or destructive criticism of Mr. Hills’ article, which is 
a valuable presentation of important considerations. So much 
of it is so good that it seems desirable to show that not every 
statement contained therein is altogether good. On the other 
hand, two statements may be selected for especial commendation. 
One of these, concerning the lack of understanding of the nature 
of stated capital, has already been quoted. The other highly 
commendable statement is: ‘‘ Lawyers who serve with accountants 
must [perhaps better ‘‘should’’] understand and appreciate the 
laws which govern the application of accounting principles” 


(p. 213). 
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Treasury Shares on the Balance-sheet 


By H. G. BowLes 


Wide divergence of opinion as to the nature of treasury stock is 
made evident by the variation in treatment accorded these shares in 
published balance-sheets and by recently published comments of 
those interested in the legal, theoretical accounting and practical 
accounting aspects of treasury stock. Perhaps the hard-headed 
practitioner should not be quick to take offence at demagogic, 
arbitrary resolving of highly involved and intricate problems of 
theory and practice of accountancy by those not fully conversant 
with his professional point of view but should extract for con- 
sideration such stimulating suggestions as may have been pro- 
duced and relegate the rest to a fitting repository. 

This article is intended to present a brief but comprehensive 
outline of the theory and practice of accountancy with respect 
to the balance-sheet presentation of treasury stock, from the 
point of view of the practitioner who has struggled and strained 
with the problems involved in hand-to-hand encounter. 

Treasury shares represent stock once issued, subsequently ac- 
quired but not retired by the issuing corporation. They have 
been variously classified on recently published financial state- 
ments of representative corporations (including many audited by 
reputable public accountants) as current assets, investment 
assets, unclassified assets, as deductions from earned surplus, from 
stated capital, from aggregate net worth and from various com- 
binations of individual elements of net worth. Valuation as- 
signed to treasury shares, where indicated in these balance-sheets, 
may be cost of acquisition, original issued price, par or stated 
value, market value (with liquidation value mentioned occa- 
sionally) or an assigned value based upon a fractional portion of 
a capital-stock value (which may or may not have undergone 
major revaluation or recapitalization adjustments subsequent to 
its initial determination). 

The indisputable fact that treasury shares have not been 
uniformly classified and valued by public accountants in financial 
statements prepared by them is not, in itself, a valid criticism of 
any particular treatment accorded to treasury shares. Neither 
may it fairly be said that condemnation is necessarily due ac- 
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countants in those not infrequent cases in which jurisdictional 
statutes, as modified and interpreted by court decisions, appar- 
ently (to some one) conflict with the classification or valuation 
adopted. 

The public accountant contracts with his client to perform 
certain services, among which the preparation of financial 
statements is usually included. He is expected to exercise the 
full measure of his professional skill and native ingenuity in 
presenting the true financial position and history of his client, 
subject to necessary qualifications, as he conceives that true posi- 
tion and history. In performing his duty of assembling, classi- 
fying, arranging and describing the various items composing a 
corporation balance-sheet the practitioner is not acting primarily 
as a governmental agent nor as an interpreter of relevant statutes 
in effect as modified by a maze of conflicting court decisions. He 
is interested in these considerations only to the extent that they 
will aid him in formulating an opinion as to what is in fact the 
true financial position of the corporation. He is not inclined 
to give serious weight to statutory restrictions and directions even 
if relevant to his client's financial position unless and then only 
to the extent that the influence of these considerations consti- 
tutes a material factor. 

A corporation attorney is concerned with the legal significance 
of a corporation’s financial structure and transactions. A public 
accountant is not restricted to legal concepts of his client’s 
financial affairs but is free to utilize or create, on occasion, 
accounting concepts which may be entirely new or different 
from any established in statutes or by courts. His only check- 
rein is an abstract ideal, true financial condition, as he sees it. 
The development of theories and practices in accountancy usually 
precedes but may follow legal interpretations of them. 

If it were desired to judge the propriety of the classification 
and valuation assigned to treasury shares appearing in a cCor- 
poration’s balance-sheet at a particular date it would be necessary 
not only to inquire into jurisdictional statutes as interpreted 
by court decisions, provisions contained in the corporate charter 
and by-laws, the evident or implied intent underlying the 
acquisition of treasury shares, the financial position of the cor- 
poration before consideriny treasury shares and special con- 
siderations of various kind? as to their relationship toward the 
corporation’s balance-sheet, but also to weigh properly the 
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relative significance of the various factors, to exclude techni- 
calities not material, to arrange material factors so as best to 
present, in the judgment of the practitioner as an expert, the 
true financial position of the corporation. 

In an article appearing in a recent issue of THE JOURNAL OF 
ACCOUNTANCY we were reminded that “there is no legal author- 
ity applicable to the ordinary purchase or acquisition of shares 
which supports a differentiation of treatment based on intent or 
purpose.” As if, indeed, public accountants are restrained by 
the absence of legal authority in performing their duty of judging 
the proper significance, in relation to financial position, of either 
evidenced or implied intent, frequently considerations of major 
importance in classification procedure. 

Theories upon which accountancy relies, theories which have 
contributed to its orderly development, are constantly under- 
going the revision and modernization from which the passage of 
time and changing social, economic and political conditions 
exempt no general principles. 

A critical consideration of accountancy practice with regard 
to balance-sheet presentation of treasury shares reveals under- 
lying theories as to their essential nature. The moreimportant of 
these theories are briefly reviewed in the following paragraphs. 
Before entering into this review let us dispose of the question 
of treatment of treasury shares, so-called, arising from the ac- 
quisition by a corporation of its own shares of ownership pursuant 
to statutory authority for redemption, in compromising in good 
faith a debt otherwise uncollectible, in eliminating fractional 
shares and in other ways directly reducing stated capital. It is 
clear that technical failure formally to retire such shares does not 
justify their treatment as true treasury shares and that the 
procedure involved in eliminating them from the balance-sheet 
by appropriate reduction of capital-stock values does not consti- 
tute a material misrepresentation. The term ‘treasury shares” 
as used herein does not include items of this nature, and for 
expediency will imply, where appropriate, “treasury shares 
value.” 

It has been maintained that treasury shares are deductible 
(separately) on balance-sheets from the capital values assigned to 
the class of shares within which théy are included. This con- 
tention is supported by the fact that a purchase of treasury 
shares is a virtual if not legal retirement of capital contribution. 
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The transaction is effected by distributing corporate assets and 
reducing the number of undivided interests in the corporate net 
worth as made evident by outstanding shares of ownership. 

This theory, which I may call the offset theory, is alleged 
to be misleading and improper on the ground that by separately 
deducting treasury shares from contributed capital values the 
impression is created that a legal concept, ‘‘stated capital,’’ has 
been reduced. In jurisdictions definitely establishing this legal 
concept, stated capital may ordinarily be reduced only after duly 
instituted legal proceedings, and in those jurisdictions (relatively 
few) which have adopted modern statutes dealing with stated 
capital and treasury shares, the acquisition of such shares is 
permissible only to the extent that surplus (usually earned 
surplus) is available. It is further contended that the existence 
of a surplus available for such acquisition without impairment of 
stated capital does not justify the adoption of the offset theory 
of balance-sheet presentation of treasury shares—this because 
the amount of surplus is said to be misrepresented unless actually 
reduced by the treasury shares and, conversely, stated capital 
is represented to have been reduced without factual support. 

Values assigned to treasury shares classified under the offset 
theory are, variously, acquisition cost, par or stated value or an 
assigned value calculated on any one of numerous alternate 
bases. Usually par or stated value governs. 

Practice has endorsed the offset theory. The prudent prac- 
titioner adopting this.theory will, however, carefully consider 
the materiality (with reference to financial condition) of jurisdic- 
tional statutes and will not fail to mention, in case of questionable 
materiality, the changes in his statements, either in classification 
or valuation, necessary to reflect alternate points of view. 

A large group of practitioners maintains that treasury shares 
acquired in certain circumstances constitute a corporate asset. 
To support this theory we are reminded that a corporate board 
of directors is required to act for the general welfare of the cor- 
poration and, in order safely to employ surplus cash funds, 
to take advantage of temporarily depressed market values, 
to reduce dividend requirements, to engender goodwill by 
stabilizing market values, to consolidate voting control or for 
other reasons migh¢ well cause the corporation to purchase or 
otherwise acquire treasury shares with the intent of subsequently 
disposing of them for a consideration. 
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In many jurisdictions the legal right to purchase treasury 
shares is dependent upon the existence of surplus available 
for this purpose and paid-in capital values are not thereby 
reduced. 

Where statutory restrictions are deemed to be material factors 
in these cases, one would expect to see an appropriation of earned 
or other (available for the purpose) surplus to some such classi- 
fication as “‘surplus appropriated to purchase treasury stock’”’ 
which upon sale of treasury shares might become “ paid-in surplus 
arising from sale of treasury shares.”” The failure to show such 
an appropriation, however, is not in itself a fair subject of adverse 
criticism of the accountant preparing the balance-sheet, who can 
discharge his duty of full disclosure of a material fact by men- 
tioning in a suitable place that the corporate board of directors 
has failed to authorize this appropriation and that surplus availa- 
ble for dividends as earnings (or other surplus, as the case may be) 
is subject to reduction by the amount of the value (ordinarily 
cost) of treasury shares acquired. 

It has been contended that treasury shares are restored to the 
status of authorized but unissued shares and that no better justi- 
fication exists for considering them an asset than for so considering 
all authorized but unissued shares. This contention can not be 
supported under the conditions outlined in the above paragraphs. 
Treasury shares are still issued, in the sense that stated capital 
arising from their issuance remains intact. They are available, 
in the absence of statutory or stock-exchange prohibition, for 
immediate resale at market prices and are therefore exchangeable 
for cash. Authorized but unissued stock is also ordinarily ex- 
changeable for cash when permits are readily obtainable and a 
security market is available, but stated capital arises from this 
transaction and an issue of such stock is a representation that the 
proceeds will be preserved as a capital fund for the reliance: of 
shareholders and creditors. These representations do rot »~:- 
erally apply to the sale of treasury shares, which frequently may 
be realized at most advantageous offer without regard t» par or 
stated value, without changing stated capital, without the 
purchaser’s incurring liability for the difference, if any, between 
purchase price and par or stated value. 

While admitting the absence of liquidating value (assets other 
than treasury shares may have no liquidating value) the advo- 
cates of the asset theory feel that to a going concern, the presenta- 
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tion of treasury shares as an asset in certain circumstances, at 
some suitable valuation basis, usually cost or market, properly 
reflects the true financial position of the corporation with respect 
to these shares. 

An oft quoted court decision reads in part as follows: 


To carry the shares as a liability and as an asset at cost is 
certainly a fiction, however admirable. They are not a liability 
and on dissolution could not be so treated because the obligor and 
obligee are one. They are not a present asset because, as they 
stand, the defendant can not collect upon them. What, in fact, 
they are is an opportunity to acquire new assets for the corporate 
treasury by creating new obligations . . . 


This denial of the propriety of considering treasury shares an 
asset is probably representative of the view of those opposing the 
asset theory. There are, however, court decisions affirming that 
treasury stock is an asset, is even personal property. 

Historically, the asset theory is perhaps one of the first gen- 
erally accepted principles for the classification and valuation of 
treasury shares in balance-sheets. While a distinct trend has 
been recently observable toward the discarding of this theory in 
favor of others, its supporters still comprise a large group within 
the ranks of public accountants. It might be ill advised to assert 
that the observed trend will eventually result in the elimination 
of this theory as a serious factor. Trends have been known to 
reverse themselves, as witness the late lamented consolidation 
and merger trend. 

A third theory regarding the balance-sheet presentation of 
treasury shares, which I may call the surplus deduction theory, is 
one that seems most in recent favor to supplant other theories 
and involves the deduction of treasury shares from earned or 
other surplus available for this purpose. 

Probably enlightened legislation in recent years, adequately 
defining the term “stated capital’”’ and recognizing in clear 
language certain accounting concepts, has been the inspiration for 
the development of this theory. Accountants have perhaps 
been influenced, in reaching a conclusion respecting the material- 
ity (from the viewpoint of true financial position) of statutes and 
court decisions, by the contradictory, vague and elusive nature of 
such statutes and court decisions, especially with regard to legal 
definition of- accountancy’s terms and tools. Where, then, 
statutes are adopted embodying progressive and modern inter- 
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pretations, the accountant is ready and eager to give due weight 
to them in preparing financial statements. 

The practice of showing treasury shares as a surplus deduction 
involves a recognition, then, of statutory requirements and the 
legal concept that a portion of capital is stated capital as being 
material factors in the preparation of a balance-sheet. Where 
this theory is adopted, the classification and valuation of treasury 
shares will ordinarily follow statutory provisions, subject to the 
opinion of the accountant. Practice seems to favor deduction 
from earned surplus and a valuation at cost of acquisition. If 
any other valuation basis is used, the gain or loss ordinarily passes 
to some form of surplus not available for dividends as earnings. 

No important opposition has arisen against the surplus-deduc- 
tion theory other than that to be expected from proponents of 
the asset or offset theories. Where practitioners have changed 
the form of their balance-sheet presentation of treasury shares 
recently, the surplus-deduction theory appears to be the survivor 
in many instances, indicating a trend toward the adoption of this 
theory. 

Occasionally we find treasury shares deducted from the aggre- 
gate of other elements of net worth or from various combinations 
of individual elements of net worth. This treatment may be 
accorded treasury shares under either the offset or surplus-deduc- 
tion theory in those corporations whose capital structure is 
complex and has undergone a series of important changes over 
a period of years. Frequently records available do not disclose 
the complete financial history of a corporate capital structure. 
More frequently the cost of preparing a trustworthy analysis 
would be prohibitive. Being unable to satisfy himself fully as to 
the accuracy of the recorded classification and relative amounts 
of elements of the corporate net worth, the accountant has no 
choice but to apply the treasury-share deduction against net 
worth in total or against those particular elements which might 
reasonably be supposed to include the factors which if separately 
established could be used for treasury-share deduction. 

Another possible explanation of the deduction of treasury 
shares from aggregate net worth would be the application of what 
I may call pure accountancy theory to the acquisition of treasury 
shares. Pure theory would describe the transaction as a dis- 
tribution of contributed capital together with gains or losses 
accrued thereto in retirement or reduction of net worth. To 
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apportion the reduction value of treasury shares equitably against 
each of the elements of net worth would seem witless; therefore de- 
duction is made from total net worth. Thissame pure theory, how- 
ever, does not recognize the “stated capital’’ concept and would 
consider inequitable any reduction in the elements of net worth 
not consistent with the fractional reduction in total net worth 
arising from the acquisition of treasury shares. The use of 
pure theory in balance-sheet presentation of treasury shares 
might be criticized as being inconsistent with the balance-sheet 
presentation of assets and liabilities such as deferred bond dis- 
count, organization expense and unearned income, items whose 
usual treatment conflicts with pure theory, which frequently is 
at swords’ points with the sort of working theory that underlies 
practice. 

Inevitably practice will gravitate toward theory and theory 
will be modified and expanded to a point reconcilable with prac- 
tice. Who can forecast the meeting point? The resolving of 
this conflict will absorb the attention of public accountants in 
the near future. Recent years have witnessed the trend toward 
the acquisition by corporations of large blocks of their own share 
issues with attendant problems of balance-sheet presentation. 
Future years will bring their own problems as these holdings are 
disposed of, retired or classified in new and even more ingenious 
ways. 

If some reader is interested in trends and their ultimate out- 
come he has perhaps speculated on the treasury-stock purchase 
trend by large corporations, particularly those having surplus 
accumulated, available for treasury-stock purchases in excess 
of the market value of all outstanding shares. Imagine the 
embarrassment of a board of directors, which has authorized 
unlimited purchases at favorable prices, upon discovering that by 
coincidence the corporation has acquired its entire stock issue. 
In whom would ownership of the remaining corporate net assets 
reside? 
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Costs Under Capitalism and Communism 


By H. BARGER AND W. T. BAXTER 


In the course of ordinary business, one of the chief aims of cost 
accounting is to discover the profitability or otherwise of each 
product or service that is sold bya given firm. With such informa- 
tion at his finger tips, the executive of the firm in question can 
decide which line of activity to push. Considered from the stand- 
point of the executive, the reason for employing a cost accountant 
is to secure the maximum profits for the firm. Private gain, 
however, is not the only result, for, as an economist would explain, 
if competition within the industry be keen, selling prices tend to 
be reduced to a fraction above total expenses. It follows that the 
activities of the costing department will also ensure that the 
ultimate consumer obtain what he wants at the lowest price. 

In thus serving the business man—and incidentally the con- 
sumer also—the cost accountant has a difficult job, one that often 
raises problems which appear almost incapable of a logical solu- 
tion. For example, every student is well aware of the impossibil- 
ity of ever finding a satisfactory method of allocating oncost in a 
works that turns out many varied products. Nevertheless, if we 
start to analyze the economic system under which we live, we 
soon see that the cost accountant is usually aided in his task by 
certain forces which, though of immense importance, we ignore 
because we have come to take them for granted. For in the first 
place, he is allowed to value everything in terms of money, how- 
ever much your philosopher may disapprove this practice. And 
in the second, he lives under a régime of individualism, private 
enterprise, or laissez faire—call it what you will—and as a result, 
both buying and selling prices are fixed for him by the forces of 
competition. Outside of Russia, no single industrial enterprise 
or government department is yet the complete dictator of market 
conditions. The executive of the private undertaking has little 
control over the rates at which materials or labor can be bought, 
and, similarly, selling prices are mainly fixed by the interplay of 
independent factors. But in other times and places, concerning 
which most of us can only know by hearsay, cost accounting 
calculations have sometimes been made without reference to any 
monetary unit. What is more, competition has not always been 
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given free rein. The purpose of this article is to speculate upon 
the consequences for cost accounting of such departures from the 
use of money or from a competitive régime. 

The first case is quickly dismissed. Consider our old friend 
Crusoe. When he was wondering whether to build a new hut, his 
costing calculations were real enough, even if they did not take the 
form of money reckonings. He simply weighed the pleasure of 
being housed against the discomfort of hewing timber under a 
tropical sun. His calculations dealt with intangibles, yet none 
the less they involved a process of costing—the comparison of in- 
come against the sacrifice involved in its acquisition. 

When, however, a community consists of more than one per- 
son, exchange becomes necessary, and barter or (later on) money 
transactions become inevitable. Costing calculations cease to 
deal with intangibles and may be expressed in terms of concrete 
articles—be they slaves, barrels of pork, or dollars and cents. 
The only important example of a modern country trying to 
subsist without money is that of Russia during the civil-war 
period in 1920, and this curious experiment ended in abysmal 
failure. 

We may pass therefore to the other case, in which the cost ac- 
countant does not have the forces of competition to guide him. 
Outside of Russia, this situation is seldom encountered, since an 
enterprise must, if it is to be entirely sheltered from competition, 
possess a monopoly both on its buying and its selling sides. Such 
a combination is rare. A partial monopoly in the matter of sales 
is, however, not unusual. Now although an undertaking that 
controls the market for its product does not have to depend upon 
competition for the fixing of its selling prices, it must still buy 
labor and raw materials at prices fixed by competition, and so its 
accountant continues to estimate the cost of its products. His 
calculations still point to the items which yield the greatest profit, 
and since your monopolist normally aims at enriching himself as 
fast as possible, it is upon those items that the enterprise will con- 
centrate. And, because the monopolist can choose his own selling 
price, he need no longer share his increased gains with the con- 
sumer, as he would be forced to do under competition. That is, 
the cost accountant continues to be a valuable tool in the hands of 
his employer, but ceases to be the unconscious watch-dog of the 
consumer’s purse. An enlightened public opinion will see to it 
that this faithful watch-dog is never muzzled. 
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Seen from this angle, much economic legislation, though it does 
not mention the cost accountant explicitly, is really designed to 
strengthen his position. Thus the whole of the anti-trust laws 
may be regarded as attempts to unfetter him in the interest of the 
public. 

But to return to the cost accounting of the monopolist. His 
policy may well be much less simple than the foregoing discussion 
would suggest. He may find that he can make larger profits by 
charging different prices to different customers than by sticking to 
one uniform figure. Thus, for example, steel rings in Germany 
and the United States have often been able, thanks to high tariffs 
at home, to charge more in their own than in foreign countries. 
Such combines, having fixed home prices at levels sufficient to 
yield a profit after meeting prime and overhead costs, could in- 
crease this profit substantially by dumping surpius goods abroad 
at any price that exceeded prime cost. It would be the function 
of the cost accountant employed by such a steel combine to de- 
termine with the greatest possible accuracy the prime costs of the 
steel sold abroad. For the monopolist would never wish to sell 
below this figure, unless, of course, with the deliberate intention 
of ruining foreign competitors in order ultimately to obtain a 
monopoly in the foreign market also. But that is usually a 
hazardous proceeding. 

Not all monopolies, however, are run simply with a view to 
making maximum profits. Where for technical reasons a product 
or a service is incapable of being exploited except by a monopoly, 
and where its price is a matter of wide public concern, the govern- 
ment concerned usually puts a finger in the pie. The aim of the 
monopoly becomes tinged with benevolence. Not maximum 
profits but maximum service is its new keynote, if it is properly 
regulated. No longer will it charge as high a price as the market 
will bear; rather will it be content to cover its costs—as deter- 
mined, of course, by its costing department. It may even decide 
to subsidize a socially valuable but financially unremunerative 
branch of its activities out of the excess profits of its more lucra- 
tive operations. In general, of course, financial remunerative- 
ness is the test of social value: one may often doubt how far 
people really want that for which they are evidently not prepared 
to pay. But there are other standards of value relevant in 
special circumstances, and these have often been applied in cases 
of monopoly. The post office, for example, makes large profits 
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by carrying letters from one city block to the next at what (viewed 
by itself) is really an exorbitant charge for doing so. But it 
uses some of this money to cover the much higher cost of carrying 
occasional post cards between remote townships. The same is 
true of the British post office. As the reader may possibly re- 
member, one of the unexpected fruits of Irish self-government was 
an increase of a halfpenny in the Free State’s rate for letters; and 
we may presume that the British post office made a corresponding 
gain by ceasing to be responsible for a large tract of thinly popu- 
lated territory. In England also the highly profitable mail de- 
partment subsidizes its poor relation the telegraph: for the latter 
is always run at a loss, apparently as a matter of public policy. 
Obviously, the British post office, if run on a purely business 
basis, could substantially increase the already handsome surplus 
of £13,000,000 which it handed over to a grateful chancellor of 
the exchequer at the close of the last fiscal year. Both in America 
and Britain the unremunerative services are no doubt justified on 
social grounds, and at certain points the postmasters general can 
therefore legitimately disregard the data laid before them by their 
costing departments. It is, however, imperative that the cost 
calculations should still be made, lest congress or parliament 
might countenance the continuance of such unremunerative 
services with eyes closed to their expensiveness. 

We have pointed out that monopoly usually involves a dis- 
regard of the cost accountant’s figures through a fixing of selling 
prices at an artificial level. This results in the consumer paying 
more (or, sometimes, less) than the true economic price as meas- 
ured by social cost. A slightly different distortion arises when 
the monopolist is able, because he is the only buyer, to fix his own 
purchase prices—that is, if he is what Mrs. Joan Robinson in her 
recent book The Economics of Imperfect Competition, calls a 
‘“‘monopsonist.’”” Thus New York clothing firms would appear 
to be to some extent monopsonists in engaging their workers, 
since the type of labor they buy has often no alternative opening 
for employment. Hence the bargaining position of the em- 
ployee is peculiarly weak; and hence, also, the need for anti- 
sweating laws. It is obvious that the figures of the cost account- 
ant employed by such a monopsonist must underestimate the 
social sacrifice involved in the preparation of the sweated product. 
As a result, the inhabitants of Park Avenue have hitherto paid 
less for their wives’ (still expensive) gowns than is really justified 
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by the amount of sewing involved. Benevolent monopsonists 
are seldom found, though this phrase describes the U.S. Treasury 
during the months in which it bought gold from American pro- 
ducers above the world price. Here its behavior must be justified 
on grounds which are not purely economic. 

Each item in the foregoing catalogue of departures from a 
régime of strict laissez faire must be sufficient to disconcert any 
cost accountant brought up in the classical tradition of free 
enterprise. What, then, would be his feelings, were he trans- 
ferred to an undertaking in present-day Russia, where he would 
have to deal simultaneously not only with each of these abnor- 
malities but also with a host of other even stranger customs? 
Indeed, where competition is eliminated, and where everything is 
centrally planned and controlled, it might well be imagined that 
no costing calculations exist or are needed—at any rate so far as 
the individual enterprise is concerned. But this would be a 
mistake. The cost accountant is held in considerable esteem by 
the Soviet authorities. For political reasons, however, he is fre- 
quently not permitted to work on a scientific basis, with disas- 
trous consequences for the consumer. In no way can one come 
to a better understanding of the importance of accurate costing 
than by considering the confusion, waste and suffering that have 
resulted from the departure from sound accounting principles. 

In Russia, the whole of industry (and agriculture, too) must 
conform—or at least make some show of conforming—to the pro- 
gram constructed and periodically revised by the central plan- 
ning authority (Gosplan). The plan specifies not only outputs, 
costs and prices, but also the profits to be earned. And the 
management of each individual unit must try to achieve the 
figures of the plan in the matter of profits, just as much as in the 
matter of any other item. If at the end of the year the profits of 
an enterprise are deficient or absent, the manager will have to face 
severe criticism, not indeed from a body of shareholders, but from 
the officers of Gosplan. 

Now, outside of Russia, the profit-and-loss account of a private 
firm reflects on the one hand the management’s bargaining power 
in buying raw materials and labor and its salesmanship in dis- 
posing of the product, and, on the other, the technical efficiency 
of its workshops. But the profit-and-loss account of a state 
enterprise in Russia reflects efficiency only. Its selling prices are 
specified in the plan. So, too, are the prices at which it buys 
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labor and raw materials. That is, a Russian cost accountant’s 
figures no longer measure bargaining power or salesmanship; they 
measure only skill at engineering and at factory organization. 
They become a valuable index of good internal management, 
although to some extent subsidies falsify their significance in this 
respect. 

In a country as large as Russia, a very considerable degree of 
devolution in industrial matters is obviously essential. Outside 
the skeleton provided by the plan, the head of a local enterprise 
has, and must have, almost complete independence as to the con- 
duct of his factory or farm. Hence the enormous importance of 
the cost accounts as an index by which the central authority may 
decide with what wisdom each individual manager is exercising 
his discretion. And hence, too, the importance of the costing 
department to the individual manager as a means of organizing 
his enterprise along the lines of maximum efficiency. 

Costing, therefore, would at first sight appear to exercise much 
the same functions inside the individual factory as it does in 
western countries. But it is costing with a difference, and from 
the social point of view that difference is extremely significant. 
The matter may perhaps best be illustrated by considering each in 
turn of the principal ingredients of a costing calculation, and 
discussing the manner in which they are determined. 

(1) Labor. The early communist dogma that all should have 
equal pay has long since gone by the board. Factories now pay 
whatever is necessary to attract the right kind of staff. Theo- 
retically, every Russian who possesses a permit to work (nor- 
mally given to all persons not in the bad books of the government) 
is free to move from one employment to another. Asa result no 
factory can lower wages beyond a certain point, or its workers will 
migrate elsewhere. Labor costs are still mainly determined by 
competitive forces, as in other countries. 

In Russia, however, these forces can on occasion be severely 
restricted in their operation. First, the government has the 
power to alter wages wholesale, either by direct decree or by 
subtler methods, such as currency manipulation. Further, the 
movement of labor between one place and another in response to 
a difference in wage rates may be checked by measures of various 
kinds, varying from mass moral persuasion to the withdrawal of 
housing permits and food cards. Consequently, any important 
industrial unit can to some extent choose what rate of wages it 
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will pay. In other words, it can make itself into a monopsonist, 
not unlike the sweatshop employer described above. If (perhaps 
for political reasons) a badly managed undertaking must be made 
to appear efficient, the government may sanction all manner of 
devices for securing lower wage rates. Unlike the sweatshop 
employer, however, the government is in a position to offer com- 
pensations to the labor concerned. Should the workers show 
signs of effective resentment at receiving lower wages than could 
be obtained elsewhere, these compensations are brought into 
play. For example, the government, since it controls even retail 
trade, may quietly ordain that the prices of foodstuffs supplied to 
these workers shall be lowered. In this way the inefficient under- 
taking is given a concealed subsidy, its costs are distorted down- 
wards, and labor’s real reward is higher than its money earnings 
would suggest. 

(2) Raw materials. The free market for labor may be re- 
stricted: for raw materials there is no open market at all. The 
prices of everything the factory buys are specified in the plan— 
including of course the price of labor. But in the case of labor, 
as we have seen, a certain minimum must usually be paid, or 
labor of the type in question will not be forthcoming. Only ina 
convict camp can the government order people to do as they are 
told, irrespective of what they are paid. In the case of materials, 
on the other hand, even this limitation is absent. For the gov- 
ernment canrperfectly well order one enterprise to supply another 
with its préducts, whether or not the former considers that it is 
receiving a satisfactory price for them. The laborer can (within 
limits) sell his labor where he chooses: no such freedom is open to 
the individual unit in disposing of its products. Within limits, 
also, the consumer can buy what he likes: the sources of supply 
for the individual factory are already specified in the plan. 

Not only are the prices of raw materials fixed by the govern- 
ment even more rigidly than the price of labor, but there is even 
less certainty that they represent true social cost. If a post is 
peculiarly responsible, the plan must specify a higher reward, or 
the post will not be filled. That is, the higher social cost is re- 
flected in a higher wage, to some extent at least. Not so with 
materials. A mineral may be particularly scarce, or particularly 
difficult to obtain, but in Russia its price need not be especially 
high on that account. The government has only to order the 
mines to deliver it, and the industry which makes use of it can 
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have supplies of the mineral as cheap as you like (even though 
other users go without). True, the mines in question will no 
longer show a profit unless they are subsidized in some other way: 
but as we have seen, this is not particularly hard to achieve. 

(3) Overhead charges. So far as overhead charges consist of 
labor and material costs, the contents of the foregoing sections 
are applicable. In addition, overheads usually include services 
purchased (e.g. transport), rent and interest, all of which call for 
some consideration. 

(a) Services. As a general rule, each of the undertakings 
subsidiary to industry is organized as a quasi-independent unit, 
charging prices fixed by the government. Usually such prices 
reflect costs fairly closely. Thus, for instance, railroad rates are 
based so far as possible on actual expenses of operation, a fact 
that will probably be of vital importance in determining the lo- 
cation of the numerous villages that are being built along the 
Trans-Siberian railway. 

(b) Rents. The land is national property, and the rents 
charged for occupation can therefore be fixed as the government 
sees fit. Buildings are also controlled by governmental bodies. 
At first the municipalities tended to assume this responsibility, 
but it has usually been found that greater efficiency results if a 
special corporation is given charge of this matter. Such cor- 
porations endeavor to run at a profit like any other undertaking. 

(c) Interest. For many purposes the account: nt need not 
charge up the price of a firm’s capital asa cost. In the long view 
it must be included in cost, none the less, for in western countries 
no firm would think of beginning operations unless it showed some 
prospect of paying dividends, to say nothing of debenture interest. 
And a firm that got its capital for nothing would be said to have 
been subsidized. Yet in Russia many enterprises get their capi- 
tal for nothing. 

In Britain or the United States capital is mainly obtained from 
three sources: from the private subscriptions of individual in- 
vestors, from undistributed profits and from the banks. In 
Russia few persons are rich enough to save anything worth talking 
about. Loans from the state bank and the profits of successful 
enterprises are therefore the chief source of capital. Many enter- 
prises contrive to finance themselves out of their own profits. 
Others receive money from more (financially) successful enter- 
prises or from the state bank, again without paying for it. The 
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orthodox Marxian theory is, of course, that interest represents 
no cost to anybody and should not be paid. And in this respect 
communist practice comes nearer to theory than in the more awk- 
ward matter of ‘‘equal pay for all.”’ 

And in a country where individual savers are seldom urged to 
thrift by means of a high rate of interest, and where the state 
bank and wealthy industrial undertakings can lend out what 
would otherwise only be lying idle, it is at first hard to see how 
capital in fact can cost anything. But however many roubles are 
lying idle in the bank, or in the coffers of some state trust, there 
can never be enough of them to finance all the capital develop- 
ment that the government would desire. This, of course, the 
authorities fully realize: indeed they could scarcely avoid doing so, 
for in Russia scarcity of capital is one of the loudest complaints. 
And we in the west would regard—indeed, do regard—this 
scarcity of capital as a reason for treating its price as a cost and 
rationing it out to the highest bidder. For rationed it must be, 
and the state bank and the wealthy trusts could in fact charge 
just as much for their loans as borrowers are prepared to pay— 
were it not that such a proceeding would be considered too remi- 
niscent of capitalism, if indeed not actually immoral. 

But the Russians have a stronger reason for rationing capital 
upon an arbitrary basis rather than through the mechanism of a 
capital market. The enterprises that would offer most for, and 
therefore get, the supplies of fresh capital would be those that are 
making the largest profits. In the west there may be (and often 
are) good grounds for supposing that the most profitable are the 
most efficient and the most worthy of development. But in 
Russia, as sometimes the authorities must surely realize, profits are 
almost entirely artificial, or even accidental, and form little guide 
to social worth. Moreover, there is always the plan. Capital 
in the right place is essential for the fulfilment, or even part ful- 
filment, of the plan. And there is no guarantee that the test of 
profit would put capital in the “right place,” from this point of 
view. This reflection reinforces the Russian’s moral scruples 
about the institution of a free market for capital and makes him 
more determined than ever not to include interest in costs. 

Not only the distribution of fresh capital but also the total 
quantity available is entirely arbitrary. It is notorious that the 
first five-year plan, because of its emphasis upon capital develop- 
ment, imposed the severest hardships upon the Russian consumer. 
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Vast quantities of butter and other much needed foodstuffs were 
exported in order to pay for new machinery. Had a free capital 
market existed, the amount of resources available would have been 
automatically limited by the public’s willingness to save; that is, 
if interest were correctly included in cost, the consumer could have 
determined for himself whether to spend his money on butter or 
to invest it. 

What is the result of all this? No doubt the government sees 
to it that the Russian accountant has plenty of figures on which 
to base his cost calculations. Impressive profit-and-loss accounts 
emerge at the end of each financial year. But their social sig- 
nificance has entirely disappeared. No longer is it the well- 
managed enterprise, or that producing some scarce but much 
needed product, which shows the biggest profits. No longer does 
the inefficient unit, or the one producing something of which there 
is already a surfeit, inevitably show a loss. Financial results 
cease to be a valuable guide, or indeed any guide at all, to the 
lines along which industry and agriculture should develop for the 
future. The plan settles all that; but figures of profitability are 
no help in constructing the plan. 

There remains the other social function of the cost accountant 
—to keep a check on inefficiency. This, it is true, he can still do 
to some extent even in a Russian enterprise. A comparison of the 
financial results of a subsidized with those of an unsubsidized 
undertaking has of course no meaning: indeed, when one considers 
the essential artificiality of most Russian prices, one may well be 
puzzled at the exaggerated regard that the authorities show for 
capitalist standards of respectability in the matter of profit-and- 
loss accounts. But comparisons between the figures of a given 
factory or farm during years in which the subsidy remains static, 
or between factories in the same industry receiving identical sub- 
sidies—such comparisons do reflect differences in efficiency. 
Similarly, whether or not in the end the accountant’s figures of 
profit and loss give an accurate picture of the degree of efficiency 
that has been obtained, the processes of his analysis at least are 
absolutely necessary for the maintenance of any standard of 
efficiency whatever. They may not measure good management 
in a firm, but they are at least essential to such good management, 
in Russia no less than elsewhere. For only with the help of cost- 
ing systems is it possible to compare alternative methods of pro- 
duction and to eliminate waste. 
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It would appear, therefore, that the Russians fully appreciate 
the value of costing so far as the internal management of an enter- 
prise is concerned, but fail to realize its importance when com- 
paring different units in the same industry or different industries 
with one another. Perhaps it is not too much to say that the 
future of communism depends on the speed with which the 
soviet authorities wake up to a proper sense of the accountant’s 
worth. For only if the plan itself is based on his figures, can it 
satisfy the needs of the consumer in the full sense. In western 
countries the working of supply and demand ensures that cost ac- 
countancy shall fulfill these wider functions in the service of the 
consumer. And the time may come when the Russian consumer 
will insist on receiving the same degree of protection. This article 
began by emphasizing the social usefulness of the cost accountant 
under a régime of private enterprise: and it ends by pointing out 
that he is equally essential to the well-being of a socialist com- 
munity. In an age of universal insecurity, such a profession is 
perhaps not without its advantages. 
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When Lawyers and Accountants Disagree 
By E. E. WAKEFIELD 


Study of recent new general corporation laws—for example, 
the Illinois law adopted in 1933—provokes discussion of certain 
questions as to which there seems to be a decided difference of 
opinion between experienced and able lawyers on the one hand 
and experienced and able accountants on the other hand. The 
underlying reasons for these differences of opinion are, of course, 
in part different training and different professional background. 
To me, the reasons for differences seem in part also to be due to 
failure of each profession to think through to a clear understand- 
ing of the views of the other. Another source of differing views 
is in the failure to recognize sufficiently the fact that accounting 
terminology can not be an entirely exact medium of expression. 
It is not like the formule of chemistry. 

Two questions which illustrate the sources of these differences 
in views between lawyers and accountants are: (1) as to treatment 
of treasury stock as affecting surplus available for dividends, and 
(2) as to the propriety of charging dividends and operating losses 
to capital surplus. 

With reference to treasury stock, the lawyers say, quite cor- 
rectly, that purchase of treasury stock does not of itself reduce 
capital. Hence, since the only other thing it can be taken to 
reduce is surplus, a balance-sheet which shows treasury stock de- 
ducted from capital must overstate surplus. Under the Illinois 
business corporation act, 1933, by implication (section 6), such a 
statement of treasury stock is forbidden. Ought accountants 
then to say, ‘‘We have erred when we made balance-sheets show- 
ing treasury stock deducted from capital. Let us repent!’’? 
Apparently able lawyers think so. Butif they so think, have they 
quite realized what the accountants are trying to do when they 
make balarce-sheets with treasury stock deducted from capital? 
It is certainly true that mere purchase of treasury stock does not 
reduce capital, in the statutory sense. Corporation laws specifi- 
cally provide the methods by which capital can be reduced, and 
corporations, being creatures of statute, can do things in a way 
that is technically correct only if they adhere to statutory require- 
ments. Yet there is really a more fundamental fact to be taken 
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into consideration. Once stock has been acquired by the corpora- 
tion it need not be issued again unless the corporation sees fit. 
Certain stockholders, who, previous to such acquisition, had a 
claim to share in the corporate assets, have no longer such a claim. 
Hence, those stockholders who remain will in fact have a right to 
an increased amount in excess of the capital which their stock 
represents. The source of this excess may be entirely earnings of 
the corporation. To tell these remaining stockholders, through 
a balance-sheet, that earned surplus is only $100,000, made up of 
$150,000 net earnings, less $50,000 paid for treasury stock of 
$50,000 par value, is only to require them to make a mental ad- 
justment of the figures to reconcile them with what the stock- 
holders know to be the fact, viz., that the company has earned 
$150,000 and still has that amount plus enough to cover all the 
capital represented by stock outside the treasury. If a state 
corporation law requires that purchases of treasury stock be 
charged to earned surplus, of course the only way to make a 
balance-sheet under such a law is to follow the statute and to show 
purchased treasury stock as a reduction of earned surplus. If 
there is no such requirement in the state law—and the laws of 
most of the states have as yet no such provision—then the prob- 
lem is not one of absolutely right expression one way and abso- 
lutely wrong expression the other. The question is how best to 
express by accounting terminology the facts which should be indi- 
cated, with as little explanatory description as a proper statement 
will require. The problem may well be viewed, therefore, as one 
in which the best the accountant can do, short of using long, ex- 
planatory phrases, is to select the form of statement which will 
most readily give the fundamentally important information 
which the reader may be expected to want, adding, if it seems 
advisable in a particular case, a direct statement that statutory 
capital has not been reduced. 

Both the lawyers and the accountants may be right in their 
views, and the really important thing may not be to argue which 
is the more nearly right but to appreciate that in any given case 
the accountant must suit his form of statement to the situation, 
having mastered the legal principles, as the lawyers understand 
them, and the problems of practical expression in accounting 
terminology, as the accountants understand them. 

Similarly, with regard to capital surplus and charges to it for 
dividends and for losses, undoubtedly the lawyers are right when 
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they say that if the law of the state permits dividends and losses 
to be charged to capital surplus the bookkeeping is in accordance 
with the law if it so shows such charges. But again the question 
of the capacity of accounting terminology to express facts be- 
comes the thing of paramount importance. Neither the form of 
the statute nor the terminology of accounting can change the fact 
as to whether the corporation has or has not increased its invest- 
ment by operations. If it hasn’t, it hasn’t, no matter how, as a 
mere question of law, the results may be legally shown in the ac- 
counts. But the meaning of words and phrases used in account- 
ing must be sufficiently generally accepted that readers may be 
expected to understand the terms used as they were intended to be 
understood. Surplus is, vaguely, excess of something over some- 
thing else. Earned surplus may reasonably be assumed to mean 
such an excess which arose from operations. Hence, the minute 
some part of the result of operations, such as a loss, is charged to 
what has not been earned but has been contributed, as capital 
surplus, the natural meaning of the term earned surplus is ob- 
scured. It, then, has to mean such part of net worth as came 
from operations if parts of the results of operations are excluded 
and charged or credited somewhere else. Now, if anybody 
knows that this is so and is given enough information so that he 
may make his own corrections and find out how much earned sur- 
plus there would have been if all the results of operations had been 
charged or credited to earned surplus, he is of course not misin- 
formed. But if the purpose of a statement is to try to show re- 
sults in terms of investment and increases or decreases thereof 
by operations, why make the reader figure it out for himself, when 
for many years we have had in earned surplus a term which at 
least in a general way indicates results of operations? 

A change of familiar accounting terminology by statutory pro- 
vision, such as permission to charge dividends to capital surplus 
as in the Illinois law (section 41 (b) with reference to preferred 
dividends) easily leads to the perversion of results which the fram- 
ers of the statute probably wanted to avoid. 

A corporation has capital of $100,000, half preferred and half 
common, and capital surplus of $50,000. It proceeds to lose 
$25,000, which is charged to capital surplus. It then pays $3,000 
preferred dividends, charged to capital surplus. Next it earns 
$25,000, which is credited to earned surplus. Its net progress, 
through operations, beyond the amount invested, is zero. But if 
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it wishes to pay a dividend on common stock it seems to be free to 
do so, and the total result is really that common stock gets a divi- 
dend in effect out of contributed and not out of earned resources 
of the corporation. If the $25,000 loss had been charged to def- 
icit, doubtless the legal position would have been the same, but 
at least creditors and preferred stockholders would have had 
what was really happening more clearly indicated to them and 
the probability of payment of what was really a dividend to the 
common stock out of capital, in the broader sense of the term, 
might have been lessened. It is true that preferred-stock agree- 
ments may limit dividends on common stock, whatever the 
statute provides, but if they do, it is no doubt on the supposition 
that the procedure ought in principle to be as the preferred-stock 
agreement indicates and ought not to be obscured by the ac- 
counting. 

It seems clear to me that lawyers and accountants must strive 
to understand each other better as to the possibilities in the use of 
accounting terminology even when they come into agreement as 
to the facts and the law involved. 
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Should Intangible Drilling Costs Be Capitalized? 
By S. S. WEBSTER, JR. 


It may seem to the reader that the question as to whether 
so-called intangible drilling and development costs incurred in 
the drilling of oil and gas wells should, for income tax purposes, 
be capitalized or deducted as expenses, is one about which so 
much has been said and written that the sum total of human 
knowledge would not be advanced by further discussion of the 
subject. 

There are, however, some phases of the question that, in view 
of the recent decisions of the United States supreme court, would 
seem to justify a reéxamination of the matter by those tax- 
payers to whom such a course of action is now possible. 

So far as I am aware, the first official pronouncement on the 
subject appeared as article 223 of treasury regulations 45, inter- 
preting the revenue act of 1918, in which it is provided that: 


‘“‘Such incidental expenses as are paid for wages, fuel, repairs, 
hauling, etc., in connection with the exploration of the property, 
drilling of wells, building of pipe lines, and development of the 
property may at the option of the taxpayer be deducted as an 
operating expense or charged to the capital account returnable 
through depletion.” 


The promulgation of this regulation has perhaps caused more 
discussion among accountants, income-tax practitioners and 
taxpayers than any other, for the reason that on its face it seems to 
violate sound accounting principles. It was, no doubt, adopted 
in recognition of the hazardous nature of the oil business and to 
encourage the exploration and development of the country’s oil 
reserves that at that time seemed in a fair way toward early 
depletion. Although this condition has been largely rectified 
during recent years by the discovery of vast reserves of oil, 
article 223 has been repeated in substantially the same form in 
successive treasury regulations interpreting the various revenue 
acts since the act of 1918, until today it stands as the recognized 
administrative procedure in our income-tax practice. Despite 
this fact, it is the almost universal opinion of the accountants 
and income-tax practitioners with whom I have come in contact 
that the practice permitted by the regulation is, from the purely 
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accounting point of view, wrong both in theory and practice. 
It is perhaps safe to say, however, that the members of the 
accounting profession, in spite of their convictions, have not 
hesitated to advise their clients to take full advantage of the 
regulation in question. 

It was at first believed by many taxpayers that article 223, 
in view of the reference therein to “‘building of pipe lines, and 
development of the property,”’ permitted them to charge to 
expense all amounts paid for wages, fuel, repairs, hauling, etc., 
no matter whether they were incurred in the drilling of wells and 
the development of oil production, or in the construction of 
permanent buildings and structures, casinghead gasoline extrac- 
tion plants, dehydration plants, etc., which relate to the produc- 
tion of oil and gas after it has been discovered rather than to the 
exploration for such minerals. Article 223 of regulations 45 and 
the corresponding articles of succeeding regulations were restated 
and clarified to conform with administrative practice by treasury 
decision 4333, promulgated March 30, 1932, so as to remove any 
doubt that such expenditures incurred for facilities, equipment 
and structures and not incident to or necessary for the drilling of 
wells are not subject to the option. 

During the war and immediate post-war years when the high 
war and excess-profits taxes were in effect, as for instance, under 
the act of 1918 where the war profits tax rate was 80 per cent. and 
the excess-profits tax rate ran as high as 65 per cent., it was 
clearly to the advantage of taxpayers to elect under the option 
granted in article 223 to charge intangible drilling and develop- 
ment costs to expenses in their income-tax returns. This was 
true even though taxpayers who were allowed discovery values 
under the act of 1918 could, in many instances, if these expendi- 
tures were capitalized, add them to the capital sum returnable 
through depletion, thus tending to increase their allowances for 
depletion. This will be apparent when it is realized that deple- 
tion sustained in any given year on an oil property is computed 
on the basis that the production of oil within the year bears to 
the total recoverable reserves of oil estimated to be under the 
property, and that on this basis only a portion of the capitalized 
development costs would be reflected in the annual allowance for 
depletion. 

The discovery provisions of the revenue act of 1918 were 
difficult to administer accurately and were prolific of many con- 
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troversies between taxpayers and the bureau of internal revenue, 
because the determination of the discovery value of an oil 
property was necessarily predicated upon an estimate of the 
underground recoverable reserves of oil. Such estimates, even 
when made by the most eminent geologists and petroleum 
engineers, have been found to contain a large margin of error. 
Geologists and engineers who were employed by taxpayers to 
estimate the reserves under their properties naturally made their 
estimates high for the purposes of trading with the bureau engi- 
neers, and as a result the depletion allowances based upon such 
discovery values were in many cases sufficient to reduce mate- 
rially, if not entirely to eliminate, the taxable income. Whether 
or not as a result of this condition, it is a fact that in the revenue 
act of 1921 the allowance for discovery depletion was limited to 
the statutory net income from the property on which the dis- 
covery was made, and in the revenue act of 1924 the allowance 
was further limited to 50 per cent. of the statutory net income 
from the property. 

These subsequent limitations upon the application of the 
discovery provisions made it even less probable that there would 
be any advantage to taxpayers in the capitalization of intangible 
drilling and development costs, as the depletion allowances, based 
solely on the discovery values, were usually sufficient to make the 
limitations applicable without any addition for the amortization 
of capitalized development costs. 

It is interesting to note that notwithstanding the fact that in 
the original article 223 of treasury regulations 45, it is specifically 
provided that such expenditures as therein described may at the 
option of the taxpayer be deducted as an operating expense ‘‘or 
charged to the capital account returnable through depletion,” 
many taxpayers who, through oversight or force of circumstances, 
had capitalized their intangible drilling and development costs, 
insisted that these were returnable through depreciation rather 
than through depletion. The reason for this position is no doubt 
to be found in article 223 itself, which provides: 

“Tf in exercising this option the taxpayer charges these inci- 
dental expenses to capital account, in so far as such expense is 
represented by physical property it may be taken into account in 
determining a reasonable allowance for depreciation.”’ 

The majority of taxpayers, and their accountants and tax 
advisors, who found themselves in the position of having capital- 
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ized these costs (I dislike the term ‘‘expenses”’ applied to these 
costs for reasons previously stated) stoutly maintained, and not 
without some reason, that an oil well was “physical property” 
notwithstanding the obvious attempt in article 223 to distin- 
guish between wages, fuel, repairs, etc., incident to the drilling 
of oil wells and items incurred in the acquisition and con- 
struction of equipment, facilities and structures. They con- 
tended that the drilling of a hole in the ground was a necessary 
preliminary to the setting of pipe and casing for the production 
of oil and gas, and that when this was done the completed project 
consisted of an indivisible whole, denominated as an oil well, and 
not two separate investments, one of which applied to and in- 
creased the cost of the oil reserves and the other represented by 
the casing and pipe in the hole. 

The controversy between the bureau of internal revenue and 
taxpayers over the manner in which capitalized development 
costs should be returned for income taxation covered a period of 
many years. While the dispute was going on, congress enacted 
the revenue act of 1926, applicable to 1925 and subsequent years, 
from which the discovery provisions of the prior revenue acts 
were omitted. In their place a new method was provided for 
determining reasonable allowances for depletion. This method 
will be found in section 204 (c) 2 of that act, in which it is pro- 
vided that in the case of oil and gas wells the allowance for de- 
pletion shall be 27% per cent. of the gross income from the 
property during the taxable year, but that such allowance shall 
not exceed 50 per cent. of the net income of the taxpayer (com- 
puted without allowance for depletion) from the property. In 
no case, however, was the depletion allowance to be less than it 
would be if computed without reference to this section—that is, 
if the depletion sustained by the taxpayer on the basis of the 
cost or March 1, 1913, value of its properties exceeded the allow- 
ance based on the percentage provisions of section 204 (c) 2, 
then the higher depletion would be allowable. 

Upon the enactment of the revenue act of 1926, treasury 
regulations 69 were promulgated pursuant thereto, in which 
article 223 and corresponding articles of the prior regulations 
were incorporated without substantial change. However, on 
account of the radical change in the method of computing 
depletion allowances under the revenue act of 1926, taxpayers, 
by administrative rulings, I. T. 2338 and T. D. 4025, issued in 
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June, 1927, were given a new election under article 223 of 
treasury regulations 69 for the year 1925 with respect to the 
deducting as expense or capitalizing expenditures made for 
wages, fuel, repairs, hauling, etc., in the drilling of wells, building 
of pipe lines and development of the property. 

in view of the enactment of the new percentage depletion 
provisions of the act of 1926, and the new election granted under 
article 223 of regulations 69 for the year 1925, it behooved tax- 
payers engaged in the oil and gas industry to give serious con- 
sideration to the respective advantages and disadvantages of 
deducting as expense or capitalizing intangible drilling and 
development costs, for an election made in returns for the year 
1925 would govern their procedure in respect to this item for all 
subsequent years, or at least until some further radical departure 
from the recognized methods of computing depletion allowances 
might give rise to a new election. 

The importance of a proper election in this matter was further 
emphasized by the uncertainty as to the ultimate decision of the 
supreme court as to whether such costs, if capitalized, were 
returnable through depreciation or depletion. While general 
business, including the oil industry, was at that time still profit- 
able, the tremendous profits of the war years had in large measure 
disappeared, and it might happen that if an election were made 
to deduct these costs as expense a loss for income-tax purposes 
might thereby be created and full benefit would not be received 
from their deduction. On the other hand, if the supreme court 
should hold that capitalized intangible drilling and development 
costs should be returned through depreciation, a proratable 
spread of these costs over a period of years as depreciation might 
result in a greater income-tax saving in the aggregate than if they 
had been deducted as expense in the years in which they were 
incurred. 

If the decision of the supreme court on the question should be 
to uphold the practice and contentions of the bureau of internal 
revenue that intangible drilling costs when capitalized should be 
returned only through depletion, it would perhaps in a great 
majority of cases have absolutely no effect on the total depletion 
allowance computed in accordance with the percentage pro- 
visions of the act of 1926. This is true for the reason that 
percentage depletion is allowable, notwithstanding the fact that 
there may be little or no depletion sustained on the basis of cost 
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or March 1, 1913, value. It is inherent in the nature of the oil 
business that the value of an oil property is in many cases the 
result of development and drilling operations and that the 
acquisition cost is relatively small. Leases are’ secured at little or 
no cost, and even when a bonus is paid for a lease it usually 
represents only a small part of the value of the property if oil and 
gas production is developed in any substantial quantity. 

In one of the first cases submitted to the United States board 
of tax appeals on this point, namely that of A. T. Jergins Trust, 
decided March 5, 1931, the board agreed with the contention of 
the taxpayer that intangible drilling and development costs 
when capitalized were returnable through depreciation. This 
case was appealed to the circuit court of appeals, ninth circuit, 
but that court decided the case in favor of the taxpayer on other 
grounds and did not find it necessary to rule on the treatment of 
development costs. The next case decided by the board of tax 
appeals on this issue was that of Petroleum Exploration Company, 
promulgated June 29, 1931, in which it followed its earlier 
decision in the Jergins case, but on appeal the circuit court of 
appeals, fourth circuit, October 3, 1932, reversed the board. 

Shortly after the decisions of the board of tax appeals were 
rendered in the Jergins and Petroleum Exploration cases, the 
United States court of claims in the case of Dakota- Montana Oil 
Company, decided July 5, 1932, followed the decisions of the 
board and held that drilling and development costs were the 
proper subject of a depreciation allowance which should have 
been made in addition to that for depletion. The United States 
supreme court granted certiorari in order to resolve a conflict 
between these decisions, and on March 13, 1933, handed down 
its decisions in all three of the cases, reversing the board of tax 
appeals and the court of claims and holding that intangible 
drilling and development costs when capitalized were returnable 
only through depletion. 

The first step in the computation of depletion sustained on the 
cost of an oil property involves an estimate of the recoverable 
underground reserves in barrels. The estimate number of 
barrels is then divided into the capital sum returnable, consisting 
of the cost of the property and any additions in the way of 
capitalized development costs, and the resultant unit cost per 
barrel is multiplied by the number of barrels produced during 
the year to determine the amount of cost depletion sustained. 
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If the cost of an oil property is small in relation to its value, it 
follows that the depletion sustained on cost will be dispropor- 
tionate to a depletion allowance computed on the basis of 27% 
per cent. of the gross income from the property, even though 
limited to 50 per cent. of the net income from the property. If, 
therefore, intangible drilling and development costs are capital- 
ized and included in the costs returnable through depletion, it is 
obvious that the cost depletion will thereby be increased, but in 
the majority of cases that have come to my attention the result 
has been merely to narrow the spread between cost and per- 
centage depletion, without increasing the allowable depletion, 
and without any benefit to the taxpayer. 

It is, of course, undeniably true in the case of the purchase of a 
proven tract or lease, where the cost fairly approximates the true 
value of the property, that the depletion on cost will in many 
cases exceed a depletion allowance computed on the percentage 
basis. In such cases the addition of capitalized intangible 
drilling and development costs will serve to increase the deple- 
tion allowance based on cost, and to the extent that such deple- 
tion on cost exceeds normal percentage depletion will result in a 
more uniform and equitable return of costs, as to which, from a 
purely accounting standpoint, there never should have been an 
election on the part of taxpayers either to capitalize or to deduct 
as expense. The decision whether to capitalize or to treat such 
costs as expense will rest, in the case of such taxpayers, on the 
relation which their high cost properties bear to their total 
depletable properties. If, as is the case with one or two tax- 
payers that have come to my attention, practically all their 
properties have been acquired as the result of the purchase of 
proven tracts and leases, it will unquestionably be to their ad- 
vantage to capitalize intangible drilling and development ex- 
penses and return them ratably over the years of their life through 
the medium of depletion deductions. 

It is further conceivably to the advantage of a taxpayer to 
capitalize his drilling costs, even though the acquisition cost of his 
leases is small, if the drilling requirements of the leases are such 
that practically all of the development and exploration work 
must be done in a relatively short time. As the drilling ex- 
penditures must be made largely prior to the time production is 
obtained, it may well be that classifying these costs as expense 
would create a large loss for the year or years covered by the 
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development, which could not be claimed in any subsequent year, 
the carry-over provisions of the revenue act of 1932 and prior 
revenue acts having been repealed, as of January 1, 1933, by 
section 218 (a) of the national industry recovery act, approved 
June 16, 1933. 

In the years prior to 1925 it had been the practice of the 
bureau of internal revenue not to require taxpayers engaged in the 
oil industry to include intangible drilling and development costs, 
even when charged to expense, in determining the net income 
from the property for the purpose of applying the limitation on 
discovery depletion. There seemed little justification for this 
practice if such costs, for income-tax purposes, were in fact 
operating expenses as is indicated in the portion of article 223 of 
treasury regulations 45 quoted at the beginning of this article. 
Upon the enactment of the revenue act of 1926, in which the 
discovery depletion provisions were superseded, in the case of oil 
and gas wells, by percentage depletion, the treasury department, 
by administrative ruling, G. C. M. 2315, issued December, 1927, 
construed the term ‘‘net income of the taxpayer from the prop- 
erty’’ as used in section 204 (c) 2 relating to percentage depletion, 
as requiring taxpayers who had elected to treat development 
expenditures as ordinary and necessary business expenses to 
deduct them in determining the net income from the property, 
which is used as a limitation in the computation of the depletion 
allowance based on income. This requirement may in some 
cases so reduce the statutory ‘“‘net income of the taxpayer from 
the property’’ that the 50 per cent. limitation may become 
operative, whereas if such expenditures were capitalized, the 
amortization is by the decisions of the supreme court classified 
as depletion, which is specifically excluded by the statute in the 
determination of net income from the property. 

A pretty question of law suggests itself as a result of the ruling 
of the treasury department respecting the treatment of intangible 
development costs, when classified as expense, in the determina- 
tion of ‘‘net income,” as reflected in G. C. M. 2315. The defini- 
tion of ‘‘net income’”’ as used in section 214 (a) 10 of the revenue 
act of 1921 and section 204 (c) of the act of 1924, relative to the 
limitation on discovery depletion in the case of oil and gas wells, 
is in no material degree different from the definition in section 204 
(c) 2 of the revenue act of 1926, relating to the limitation on 
percentage depletion. The first time an administrative inter- 
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pretation of ‘‘net income’”’ was required was in the act of 1921, 
when the allowance for discovery depletion was limited to the 
net income from the property on which the discovery was made. 
When congress reénacted this definition of ‘‘net income”’ in the 
revenue acts of 1924 and 1926 without substantial change, it 
must have been aware of the administrative construction placed 
upon it by the treasury department. It is, I am informed, in 
accordance with tradition that when congress reénacted this 
provision without substantial change in successive revenue acts, 
it gave implied legislative approval to the interpretation placed 
upon it by the treasury department, and that therefore G. C. M. 
2315 purporting differently to define ‘‘net income”’ is void and 
without force or effect. 

It seems to me that there is another consideration that has a 
direct bearing on the validity of G. C. M. 2315—that is the 
apparent transformation of the character of intangible develop- 
ment costs from depletion when capitalized to depreciation or 
amortization when carried as expense. The United States 
supreme court has said that intangible development costs when 
capitalized are returnable through depletion—therefore, they 
are or must partake of the nature of depletion, and as such are not 
required by the statute to be deducted in determining statutory 
‘net income.” If, instead of being capitalized and returned 
ratably over the life of the property, they are deducted wholly as 
expense in the year in which they are incurred, is the deduction 
to be characterized as something other than ‘‘depletion,”’ such as 
operating expense, depreciation or amortization? It is a difficult 
question, and will no doubt have to be resolved by the courts. 

The entire question as to the treatment of intangible develop- 
ment costs is, of course, academic as to companies which have 
been in existence for a number of years, and have already made 
their elections either to capitalize or to treat such costs as ex- 
pense, unless some further radical departure in the method of 
computing depletion allowances should take place. To the 
newly organized units of the oil industry, and to those that have 
had no opportunity to make an election under article 236 of 
treasury regulations 77, the question is of paramount importance 
in the determination of their future income-tax liability. 

In summing up it may be said generally that (a) where the 
acquisition cost of a taxpayer is small in relation to the value of 
its properties and the income obtained therefrom, it will be to its 
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advantage to deduct as expense intangible drilling and develop- 
ment costs and, conversely, (b) where the properties have been 
acquired as a result of the purchase of proven tracts or leases, and 
the cost is commensurate with the value, it will be advantageous 
to capitalize such expenditures. 

There are, of course, exceptions to every rule, and no doubt 
many of my readers can suggest situations other than those out- 
lined here where it might be to the advantage or disadvantage of a 
given taxpayer to adopt-one or the other of the indicated courses 
of action. The truth is that no fixed rule can be laid down that 
would be desirable for all members of the industry, and the 
decision in each case must be predicated upon the circumstances 
peculiar to the individual taxpayer. 


130 











Legal Notes 
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NEED FOR AUDIT 


A recent decision of the New York supreme court in New York county 
strikingly illustrates the need for audit when there is an insufficient internal 
check (Ford, Bacon & Davis, Inc. v. Irving Trust Co. et al.,91 N. Y. Law Journal 
2423, 5/18/34). 

This was an action brought by a depositor against its bank to recover $81,500 
for forged cheques paid by the bank. During a period of about nine months, 
six forged cheques aggregating $100,000 were paid by the defendant bank and 
charged to plaintiff’s account. All of these cheques had been forged by plain- 
tiff’s assistant auditor, a trusted employee, and deposited by him in his personal 
bank account. This employee was discharged in August, 1932, and during the 
following month his forgeries were discovered. Plaintiff immediately notified 
the bank, but it then was ten months after plaintiff's receipt of the first bank 
statement which was accompanied by a cancelled forged cheque. The bank 
paid plaintiff the amount of one cheque, $18,500, but denied liability for the 
amount of the others on the ground that plaintiff had breached its duty to 
examine the monthly statements and cancelled cheques. The court sustained 
the bank’s contention and directed a verdict for defendant. 

As is evident from the following summary of the facts, an audit of only 
average quality would have saved plaintiff the amount of this loss and at a cost 
of perhaps less than one per cent. Plaintiff’s employee, the assistant auditor 
who had committed the forgeries, was entrusted with the duty of checking and 
verifying the monthly bank statements and his work was never inspected or 
examined by any other person. He concealed his forgeries by making erasures 
and alterations in the bank statements and by destroying the cancelled forged 
cheques and the separate certificates issued by the bank to show the amounts 
of plaintiff’s balance at the end of each month. 

The court pointed out the depositor’s duty to make a reasonably careful 
examination of bank statements and returned vouchers and to notify the bank, 
without unreasonable delay, of any errors. If a depositor by his negligence in 
failing to perform this duty enables a forger to repeat his fraud or deprives the 
bank of an opportunity to obtain restitution, the depositor is responsible for the 
damage caused by his default. 


A LONG LITIGATION 


In the New York Law Journal, a daily newspaper for lawyers, for May 9, 
1934, appeared the laconic “ Verdicts for defendants’’ to show the disposition 
of several important jury cases which had been tried together in the United 
States district court for the southern district of New York. The titles of the 
two cases which had been selected as representative of the group, all similar, 
were O'Connor et al, v. Ludlam et al., and Parmley v. Ludlam et al. The trial 
of these cases continued for thirteen weeks, and at the conclusion the jury 
brought in a verdict for the defendants. A review of the testimony and the 
evidence presented to the jury during these thirteen weeks would manifestly be 
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impossible in the amount of space here available but, because of the importance 
of the litigation and the public interest in it, the claims made by the plaintiffs, 
of which all the important ones were denied by the defendants, are summarized. 
The following statement of plaintiffs’ claims is based on allegations made in 
the complaint, which is a formal document stating plaintiffs’ version of the 
transactions which plaintiffs claim imposed an obligation on defendants to 
reimburse plaintiffs for their losses. The complaint and defendants’ answer 
are public records open to the inspection in the office of the clerk of the court 
where the cases were tried. The judge’s charge to the jury and the court re- 
porter’s transcript of the testimony are not open to inspection in the clerk’s 
office and therefore are not discussed in this brief review. 

Defendants were public accountants and it was alleged that as such they 
prepared and certified a balance-sheet of a certain corporation which was en- 
gaged in the city of New York in acquiring, purchasing and selling stocks, 
bonds, notes, mortgages and other evidences of indebtedness. The balance- 
sheet in question was as of August 31, 1925, and it purported to show what the 
corporation’s financial condition would be after giving effect to certain proposed 
new financing. The corporation included that balance-sheet or the substance 
of it in a prospectus advertising the sale of the corporation's 8 per cent. cumula- 
tive, participating, preferred stock. One of the plaintiffs alleged that in 
reliance upon that balance-sheet he purchased some of the stock. Later he 
found this stock to be worthless and he sued the accountants for the amount 
of his loss. 

In the complaint there were the usual allegations, denied by defendants, that 
defendants’ audit was negligently, carelessly and unskillfully made and that 
the balance-sheet was similarly prepared. More specifically, the complaint 
alleged that the balance-sheet did not indicate that certain cash balances and 
securities had been pledged; that it did not disclose that certain funds were held 
in trust; that it stated balances due from subsidiary and affiliated companies, 
mostly of no value, as secured notes and accounts receivable and accrued inter- 
est; that it stated liabilities as trustee as simple debts; that it did not disclose 
contingent liabilities; that it did not take into account the expense, about 
$200,000, which would be incurred in selling 30,000 shares for $3,000,000; that 
it erroneously stated the relations between past net earnings and dividend re- 
quirements; and that it failed to disclose that the corporation was accountable 
to customers for one and a half million dollars for bonds sold but not yet 
delivered. 

So far as this particular litigation is concerned, the jury's verdict for the 
defendants is a conclusive disposition. But the cost of defending an action of 
this highly technical character in a jury trial of thirteen weeks duration must 
have been enormous. Possibly the listing of the substance of each allegation 
in the complaint may be of suggestive value as indicating the principal points 
upon which a balance-sheet of this type may be subject to attack. 


PROOF OF MAILING 


There is a presumption in the law that a letter properly addressed, stamped 
and mailed was delivered to the addressee. This presumption is only prima 
facie and can be rebutted or overcome, but positive, sworn testimony (not 
proved to be false) that a properly addressed and stamped letter was mailed 
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at a specified time in a specified post office or post box is difficult to overcome. 
Positive, sworn testimony by the addressee that such letter was never received 
raises a question of fact. Theoretically, a prima facie presumption so denied 
does not strengthen the case of the person who has the burden of proving that 
the letter was received, but practically the presumption of delivery is so strong 
that many persons are content to rely upon it and to save the time and expense 
required in registering letters. A practical expedient for one who desires to rely 
on the presumption is the use of post-office department form 3817. This form 
is a receipt, issued at the time of mailing in a post office, which shows the names 
and addresses of the sender and the addressee. The cost is a one cent stamp 
affixed to the form and cancelled by the post-office clerk. This constitutes the 
best proof of mailing and the best way of raising the presumption of delivery. 
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AMERICAN INSTITUTE EXAMINATIONS 


{[Note.—The fact that these answers appear in THE JOURNAL OF Ac- 
COUNTANCY should not cause the reader to assume that they are the official 
answers of the board of examiners. They represent merely the opinions of the 
editor of the Students’ Department.]| 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—PART I 
May 17, 1934, 1:30 P. M. to 6:30 P. M. 
Solve problems 1, 2 and 3 and either 4 or 5. 


No. 4 (20 points): 

On June 30, 1931, Company A acquires Company B, which uses as its raw 
material some of the product of Company A. 

On September 30, 1931, Company A acquires Company C which uses as its 
raw material some of the product of Company A and Company B. 

Calculate from the following data: 
(1) The consolidated profit for the year 1931. 
(2) The amount of profit of Companies B and C that is to be treated as a part 

of the consolidated capital surplus. 


1930 1931 
Total sales, including intercompany sales: 
he di Nas Ga go hi eke Aca ce ae $3,780,000 $4,380,000 
we Ear ee se 1,300,000 1,100,000 
Gross profits: 
IER i iibattcd ends antsoredcaamee maar 415,800 394,200 
as cube basérégukarneeecee bance 228,300 220,000 
e: Rae Kahie aaa Kd aaGeee ee (not given) 46,000 
Purchases from Company A 
ris aaah aka wae omnmemacmiotee 470,000 367,000 
Materials included in closing inventories: 
1929 1930 1931 
Company A materials: 
In Company B inventory.......... $113,000 $113,000 $110,000 
In Company C inventory........... (not given) 24,000 22,000 
Company B materials: 
In Company C inventory........... (not given) 166,000 120,000 


No other information can be procured. It is assumed (1) that all sales to 
associated companies are made at the same price as the sales to others, (2) that 
each company sells its goods throughout the year at its average rate of gross 
profit for the year and (3) that the sales are ratably distributed over the 
months of the year. 


Solution: 

(1) The first two paragraphs of the problem appear to state that Company B 
obtains all of its raw material from Company A, and that Company C obtains 
all of its raw material from Companies A and B. Farther down, under the 
caption “ Purchases from Company A”’ we find data for Company B, but none 
for C; still farther, we find that C’s closing inventory contains A and B materials. 
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These conditions can only be reconciled by applying the latter sentence “ No 
other information can be procured”’ to the situation, and inferring that the 
amounts of C’s intercompany purchases are unknown. 

On this basis, the intercompany profits in the 1931 closing inventories cre 
determined as follows: 


Materials bought from A: 





PIN?) fo sd node dk bas bk dbee eee eee $110,000 
Se Fp Is 6's, 55d vitro ndeadiokalekn da Suenos 22,000 
No oh ccd te, acai a Xn an eo ae ake $132,000 
A’s gross og thereon—1931 rate of 9%........ $11,880 
Material bought from B: 
DUP . skin candid ccksnasteaseseunenmen $120,000 
B’s gross profit thereon—1931 rate of 20%....... 24,000 
A's gross profit thereon: 
B’s 1931 sales were............... $1,100,000 
B's 1931 materials cost was: 
Opening ~eneeceds . $113,000 
Purchases. TOO r me 
is iia ne dames $480,000 
Closing inventory..... 110,000 $370,000 





B’s materials cost was 37/110, or 33.636% of sales. 
Then A’s profit amounts to 9% of 33.636%, or 3.027% 
of B’s sales; 3.027% of $120,000 is... 2.2... cc ccc cece eee 3,633 


Total intercompany profit in inventory ................0.00000. $39,513 





In the foregoing computation it was necessarily assumed that the Company 
A materials in the closing inventories of B and C had been acquired during the 
affiliated period (since June 30th in the case of B, and since September 30th in 
thecase of C). No data is given regarding C’s purchases; however, with respect 
to B, the following analysis appears to support the assumption: 


B’s purchases from A: 


a. kins cis sce dig ed oe a en as ae a $367,000 
Since acquisition, June 30 (one-half above)................... 183,500 
A materials in B’s closing inventory. ...............2eeceeeeees 110,000 


On the first-in, first-out theory all of this $110,000 was ac- 
quired during the consolidated period. 
Note the method of arriving at A’s unrealized profit ($3,633) on C’s inven- 
tory purchased from B. The unwary candidate may very likely have made 
this computation as follows: 


B materials in C’s inventory................. $120,000 
Less B’s gross profit therein—20%........... 24,000 
GE Gi 0. 0 ov bhb a neeedcndéssedasnssnnde $ 96,000 
A’s gross profit therein—9%............... $ 8,640 
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But B's cost does not consist entirely of A materials, as can be determined 
from the figures given with respect to B’s sales, purchases and inventories, and 
gross profits; and A’s profit on B’s sales is limited to 9 per cent. of B’s materials 
cost, 

In the determination of the consolidated profit for 1931, no consideration 
need be given to intercompany profits at any other date, or for any period: at 
previous inventory dates there was no consolidation, and intercompany profits 
on sales during a period need not be considered except to the extent that they 
are unrealized, i. e., remain in inventory. 

Company A and subsidiaries, B and C 
Consolidated profit, year 1931 


A B G Total 
Gross profits for the year...... $394,200 $220,000 $46,000 $660,200 
Earned prior to affiliation: 
Ea ree 110,000 110,000 
a Pee ree 34,500 34,500 





Profit during consolidated period $394,200 $110,000 $11,500 $515,700 








Less: intercompany profit in 
IIR. nk hak ben ueer 39,513 


Consolidated net profit........ $476,187 


(2) The requirements of part (2) are somewhat ambiguous: ordinarily con- 
solidated capital surplus refers to an excess of book value over cost (of sub- 
sidiary stock) at date of acquisition, and no such computation is possible from 
the data given in this problem. The examiners apparently have in mind the 
subsidiary surpluses at dates of acquisition, which, from the facts stated, are: 


Company Company 





B Cc Total 
Profits: 
dc ties Be ath ne ee St $228,300 not given $228,300 
1931: 
To June 30—one-half of $220,000..... 110,000 110,000 
To Sept. 30—three-fourths of $46,000. . $34,500 34,500 
I ha ob Ga ake aaa $338,300 $34,500 $372,800 








No. 5 (20 points): 

On the basis of the following profit-and-loss account of the Excelsior Com- 
pany and summaries of agreements with Jones and Smith, employees, compute 
the commissions payable to the latter for the year 1933. 

EXcELSIOR COMPANY 


Profit-and-loss account for the year ended December 31, 1933 


Gross profit before depreciation. .................00-0eeee eee $150,000 
I So rg el Ase niado bev Kim (An Dn ee kine Mapeled wen aay 30,000 
DL ribs cdencovedipasss eeeabinekhesaerweanhe $120,000 
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Selling and administrative expenses (including $2,000 for state 





A a a pe ph Es Sey $94,000 
$26,000 
te re ae arene $25,000 
eee 20,000 5,000 
$31,000 
EE eee eS Tree en i 
Net profit before special commissions and federal income tax. . $30,000 


Agreement with Jones: 

Special commission to be equal to 15% of the net profit transferred to surplus- 
Agreement with Smith: 

Special commission to be equal to 15% of the net profit before charging 
federal and state taxes, interest on mortgage and the commission payable to 
Smith under this agreement, but after charging, for the purpose of computing 
this commission only, additional depreciation of $20,000. 

Complete the profit-and-loss account and show separately the charges for 
commission and federal income tax, using 14% % as the rate of income tax. 
Solution: 

In the following equations, . 

J represents Jones’ commission 

S represents Smith’s commission 

T represents federal income tax. 
From the statement of the problem, 


(1) J =15% of net profit transferred to surplus, or 
J =15% ($30,000 —J —S—T) 
(2) S=15% net profit+federal taxes+state taxes+ 


mortgage interest —$20,000 additional depre- 
ciation — (by inference) J 
=15% ($30,000 + $1,000 + $2,000 + $20,000 — $20, - 


000 — J) 
=15% ($33,000 —J) 
= $4,950 —.15] 
(3) T=144%% ($30,000 —J —S) 
(4) From (1) 624] = $30,000 —-T —S—J 
(5) Transposing T = $30,000 —S—7 — 4%J 
(6) From (3) T = $4,350 —.145S —.145] 


(7) Subtracting (6) from (5) 
O =$25,650 —855S —7.5217] 
(8) Transposing .855S =$25,650 —7.5217] 
(9) Inserting value for S from (2) 
855 ($4,950 —.15J) =$25,650 —7.52167] 
$4,232.25 —.12825] =$25,650 —7.52167] 
7.39342] =$21,417.75 


J =$2,896.87 
(10) From (2) S = $4,950 — $434.53 
S=$4,515.47 
(11) From (3) T =14144% ($30,000 — $4,515.47 — $2,896.87) 
T =14144% ($22,587.66) 
T =$3,275.21 
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Proof 
Net profit before commissions and income tax ....... $30,000 .00 
Less: 
chee oe ata ag lg ee $ 3,275.21 
Joeman’ COMMISION... .. 0.6... cee ee 2,896.87 
Smith’s commission................ 4,515.47 10,687.55 
PUGS SUGEE CO GUFBID. 2 oc cc cccccccecs $19,312.45 
i I CN ccs ckcoucddacetesesaseea $ 2,896.87, as above 
Net profit before commissions and income tax ....... $30,000 .00 
Add: 
i hg aie irk ania Ghia xara ao ee $20,000 .00 
SN oe dite ule ad ad diwieie gee 2,000 .00 
8 1,000.00 23,000.00 
Pi deities dig Bhs ia ce dara a ae crane $53,000 .00 
Less: 
SE a ee eee $20,000 .00 
Jones’ commiasion. ..............0. 2,896.87 22,896.87 
Basis for Smith’s commission.................0e00. $30,103.13 
Smith’s commission—15% thereof.................. $ 4,515.47, as above 


Profit-and-loss account 


Net profit before commissions and federal income tax... $30,000.00 





Commissions: 

Eg wo caidas aida aia a alonsk cate ne $2,896.87 

I era tha ec cKiisidpcutie abled a ata ted eccae arlene 4,515.47 7,412.34 
Net profit before federal income tax.................. $22,587 . 66 
NS FEO, POOR OCT OTR POO 3,275.21 
Pe III, 5. cide cc acwdicudsavieu neaaneciemes $19,312.45 
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EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—Parrt II 
May 18, 1934, 1:30 P. M. to 6:30 P. M. 
Solve problems 1, 2, 3 and 4 and two of the three problems, 5, 6, 7 


No. 1 (24 points): 

The Mammoth Company has owned a controlling interest in the Glendale 
Company since the latter company’s organization on January 1, 1920, and in 
its annual published accounts has shown this interest as a single item under 
“investments.”’ On January 1, 1933, in continuance of its policy to buy up all 
available outstanding capital stock and debentures of the Glendale Company, 
the Mammoth Company acquired an additional 53 shares of preferred stock 
for $2,190. On July 1, 1933, the latter company purchased $23,000 par value 
of debentures for $20,000 and returned to the Glendale Company for retirement 
$5,000 par value of debentures. The following statement shows particulars of 
the Mammoth Company’s book record of its interest on December 31, 1933 
and 1932. 

Investment in and advances to Glendale Company 














December 31, 1933 December 31, 1932 
am —_ EE ——_—_————— | 
Owned Carried at Owned Carried at 
Common stock at cost, 
anuary 1, 1920, less 
980,000 written off 
to operations....... 19,900 shares $ 15,000 19,900 shares $ 15,000 
Preferred stock atcost. 14,053 ‘ 602,190 14,000 ‘ 600,000 
Debentures at cost.... $78,000 par 76,000 $60,000 par 61,000 
$ 693,190 $ 676,000 
Current account...... $5,150,000 $5,275,000 
Less—written off to 
operations......... 4,125,000 1,025,000 4,125,000 1,150,000 
$1,718,190 $1,826,000 


The directors of the Mammoth Company have decided that on December 31, 
1933, instead of showing the investment in and advances to Glendale Company 
as a single item in the Mammoth Company’s balance-sheet, the assets and lia- 
bilities of the Glendale Company shall be included with those of the Mammoth 
Company, according to their character, as current assets, fixed assets, deben- 
tures or otherwise. As auditor of the Mammoth Company you are in com- 
plete accord with this procedure, but you can not accept without verification 
the following figures which have been included in the consolidation of December 
31, 1933, and are presented as being taken from the Glendale Company’s 
balance-sheet of that date. 


CL 2 5s 6 oo achanemaadie et aemke ua $ 692,100 
INS 6.54% «sessing eeetewatewee 3,098,500 

$3,790,600 
Ce i 5 68 Gee eas 8 cha ask $ 159,600 
Debentures due January 1, 1950............. 650,000 
NE EES 4.60 cur dehacnewases s4den eens 1,155,000 

$1,964,600 


In support of the above figures the following balance-sheets of the Glendale 
Company are submitted. 
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BALANCE-SHEETS OF GLENDALE COMPANY 
December 31 














1933 1932 
ETL EEE DEE SE $ 692,100 $ 236,500 
Fixed assets, less depreciation.................... 3,098,500 3,698,500 
Bs Gc rR eink eee eeu hes 268 Cee $3,790,600 $3,935,000 
RS 8 ii reas) SARA SK ee eee $ 159,600 $ 64,000 
Debentures outstanding, due January 1, 1950...... 650,000 700,000 
Due to Mammoth Company..................... 7,519,000 7,240,000 
Capital stock: 
Common—20,000 shares of $50 each. ........... 1,000,000 1,000,000 
Preferred—16,000 shares of $50 each............ 800,000 800,000 
ee SE IIe 5 55s weet eines cab ee ds 6,338,000 5,869,000 
0 ER Sr ee ee ee ere $3,790,600 $3,935,000 














In the course of your examination you have ascertained: 


(1) That up to and including December 31, 1932, the Glendale Company has 
credited $1,965,000 interest to its account with the Mammoth Company but 
that the Mammoth Company has not taken up this interest. 

(2) That no depreciation hes been provided by the Glendale Company for 
the period from January 1, 1920, to December 31, 1932, although it is agreed 
that depreciation of $100,000 per annum should have been provided. 

(3) That the net loss of the Glendale Company for the year ended December 
31, 1933, is $469,000, after charging $600,000 for depreciation, $404,000 for 
interest on current account with the Mammoth Company and $40,500 for 
interest on debentures. 

(4) That the write-offs on the Mammoth Company’s books were intended to 
reduce the investment to its share of the book value of the Glendale Company’s 
net assets, less depreciation on fixed assets at the rate of $100,000 per annum. 

You are required to submit: 


1. A December 31, 1933, balance-sheet of the Glendale Company pre- 
red for ready consolidation with the Mammoth Company’s 
ornethe of that date. 

2. The investment, current and other accounts on the Mammoth Com- 
pany’s books with the adjustments and changes that will make the 
record clearer and bring it into agreement with the facts disclosed by 
the adjusted Glendale Company’s books on December 31, 1933. 


Solution: 


(1) Balance-sheet of the Glendale Company prepared for ready consolidation: 


GLENDALE COMPANY 
Balance-sheet—December 31, 1933 





As 
Assets submitted Adjustments Adjusted 
ea ree $ 692,100 $ 692,100 
Fixed assets, less depreciation. 3,098,500 $800,000" 2,298,500 
$3,790,600 $2,990,600 
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Liabilities and net worth 


Current liabilities.......... $ 159,600 $ 159,600 
Debentures outstanding. ..... 650,000 650,000 
Due to Mammoth Company.. 7,519,000 7,519,000 
Capital stock: 
Rt. Go cwcddun tees 1,000,000 1,000,000 
a PP ee 800,000 800,000 
Deficit from operations ...... 6,338,000 $800,000" 7,138,000 





$3,790,600 $800,000 $800,000 $2,990,600 








® Adjustment of depreciation since January 1, 1920: 


Required provision—$100,000 per year.................. $1,400,000 
Peveaes Gene SONU, 5 665558. SRR ee eee 600,000 
IE oo. icc cadictacanssane eee $ 800,000 


This is the only adjustment that can be made with absolute certainty. As 
the problem requires a balance-sheet ‘‘ prepared for ready consolidation,’”’ and 
as consolidation involves the elimination of intercompany items, the candidate 
should be on the alert for any hidden intercompany items. One that suggests 
itself here is accrued debenture interest. 

Since the debentures are due January 1, 1950, interest is very likely payable 
July ist and January 1st, in which case there is $19,500 (3% of $650,000) of 
interest accrued on December 31, 1933. The 6 per cent. rate is determined as 
follows: 

In 1933, $700,000 of bonds were outstanding from January 1 to July 1 (ap- 
parent redemption date), and $650,000 were outstanding from July 1 to 
December 31; on the average, $675,000 were outstanding. The interest 
rate is therefore $40,500 + $675,000, or 6 per cent. 

To facilitate the elimination of intercompany interest payable and receivable, 
the accrued interest should be taken out of current liabilities and set up as a 
separate item. 

The above hypothesis is not sufficiently valid to support an adjustment to 
the balance-sheet; a note as to the possibility of intercompany accrued interest 
should be adequate. 

(2) This part of the problem is undoubtedly subject to various interpreta- 
tions, each resulting in a different solution. Two solutions are presented: 


A. On the assumption that the Mammoth Company is willing to bear all of 
the loss of the Glendale Company, and that outside debentures and mi- 
nority stock-holdings should be stated at par in the balance-sheet. 

This contention is based on the Mammoth Company’s own valuation 
of its investment, as stated in (4) of the problem and verified below by 
analysis of the $1,826,000 carrying value as of December 31, 1932. 

B. On the assumption that the minority preferred and common stock in- 
terests should be considered as having been wiped out by the large deficit, 
and that the Mammoth Company (knowingly or unknowingly) has com- 
puted the book value of its interest incorrectly in the past. 
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The outside debentures must still be shown at par: (1) the company 
is continuing to redeem them at par, and (2) the alternative would be 
the application of the assets proportionately against all of the liabil- 
ities: current, debentures, and intercompany; the resulting proportion 
would vary from day to day, and would be meaningless, except in a 
statement for liquidation purposes. 


A. Adjustment on books of Mammoth Company: 
(1) Common stock—Glendale Company ... $ 15,000 


Preferred stock—Glendale Company ... 602,190 
Debentures—Glendale Company ...... 76,000 
ee 1,025,000 
Investment in and advances to Glen- 
| RR $1,718,190 
To break down latter account. 
(2) Common stock—Glendale Company ... 980,000 
YE, 8. os 40 bimeme ends 4,125,000 
Reserve for Glendale investment... .. 5,105,000 


To adjust investment accounts to 
cost, and to create reserve to reduce in- 
vestment to book value (as of Decem- 
ber 31, 1932). 


(3) Glendale Company ................ 1,965,000 
Reserve for Gler ‘e investment..... 1,965,000 
To set up inteiest credited by sub- 
sidiary to December 31, 1932 (credit is 
made to reserve because investment is 
already carried at book value). 


(4) Gobenieies GOMNOORe 5 oo b5 icc ci cece 404,000 
Surplus (interest earned).......... 404,000 


To record interest for 1933. 


(5) Reserve for Glendale investment..... ‘ 34,460 
Surplus (profit of subsidiary)....... 31,000 
Surplus—discount on Glendale securi- 
Te ee re 3,460 
To adjust the reserve for the in- 
crease in the equity of the Mammoth 
Company during 1933, as follows: 


Net profit of Glendale Company for 


1933: 
gk hg a . $469,000* 
Adjustment of depreciation. ......- 500,000 
I 6 Obs a Seeks sbee tacdes $ 31,000 
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Since Mammoth is absorbing all of 

the Glendale deficit, all of the 

latter company’s profits to the 

total accumulated deficit accrues 
DI 8 ook os rcs Bass $ 31,000 

Discount on Glendale securities ac- 

quired during the year: 
Deben- Preferred 








tures stock 

cet se eae $23,000 $ 2,650 

ee Pe 20,000 2,190 
RN. 5 a sanedus $ 3,000 $ 460 3,460 
TEs 2 0000d60eeuunene $ 34,460 


If the Mammoth Company carries its investment in this manner, any dis- 
count or premium on Glendale securities is recorded in surplus in the year of 
acquisition, and the investment is carried at book value all of the time. Ac- 
cordingly, no adjustment of surplus is required during 1933 for any difference 
between cost and par of the $5,000 of Glendale debentures owned by Mammoth 
which were retired during the year. Strict accuracy, if the investment ac- 
counts were to be stated at cost, would require that the $5,000 par of debentures 
be credited out at cost, with a debit or credit to the reserve for any premium or 
discount. Since the cost is unknown, and no surplus adjustment would result, 
no entry is made. 

In connection with the use of the reserve, it should be recognized that we are 
simply following the principle of recording losses and profits of the subsidiary 
in the investment account; however, since there are numerous investment ac- 
counts in this case, and since taking up the subsidiary’s deficit would wipe out 
the stock accounts completely, the reserve method has been adopted. 

On the next page is a statement of the investment accounts on the books 
of the Mammoth Company at December 31, 1933. 


The carrying value of the investment is now $2,156,650: 


eee ee err Tore $ 995,000 
PEE, Ss. pi adkeeievintdneneeaemnee 602,190 
I i ic oss) d vcundiare sian wae cutee ea 76,000 
COE CIN ok ic 6. i eves cero aes 7,519,000 

I eee ee fe Le Fhe $9,192,190 
ed er eee 7,035,540 


eT eT eer ere eT eo ee $2,156,650 


This value, and the $1,826,000 value on the books as of December 31, 1932, 
may be verified by the following computation. 
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December 31 
1933 1932 
Total assets—per Glendale books. $3,790,600 $3,935,000 
Depreciation not provided....... 800,000 1,300,000 
Total assets—as adjusted....... $2,990,600 $2,635,000 
Outside liabilities and minority 
stockholdings: 

Current liabilities............ $159,600 $ 64,000 

Debentures—par............. 572,000 640,000 

Preferred stock—par.......... 97,350 100,000 

Common stock—par.......... 5,000 833,950 5,000 809,000 
Mammoth Company equity on 


company 6 DAG. ..0.6cesccees $2,156,650 


$1,826,000 


The increase of $330,650 ($2,156,650—$1,826,000) in the Mammoth Com- 


pany’s equity during 1933 may be accounted for as follows: 





Net profit of Glendale Company, as adjusted........ $ 31,000 
Interest credited to Mammoth current account...... $404,000 

Less: cash withdrawn by Mammoth.............. 125,000 279,000 
Net increase during year in Mammoth holdings of Glen- 

dale securities, at par: 

Aad RAR ret’ Pre ree er” $ 18,000 

Ne. kins oacew cadet a ee ew are alee eee 2,650 20,650 
We: 6 sophia bs chess 25468 ele eee 


$330,650 


B. Adjustments (1) to (4) will be the same as in A; the adjustment of the 


reserve will be made as follows: 


(5) Reserve for Glendale investment................ $105,000 


pe ee. rrr 
To adjust carrying value of investment at De- 
cember 31, 1932: 
Equity, December 31, 1932 (below) $1,931,000 


Carried on books at............. 1,826,000 
po OR eee $ 105,000 
(6) Reserve for Glendale investment................ $31,810 


Surplus (profit of subsidiary)................. 
Surplus—net gain on acquisition of Glendale 
CNITIND 6 6 SUNS ies he cic cecneesnccasake 


$31,000 
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To adjust reserve, as follows: 


Profit of Glendale Company...... $31,000 
Discount on debentures purchased. 3,000 
Cost of preferred stock purchased. . 2,190 

RS x iwraeepese& 56S wardc ae es $31,810 


As the minority stock is now given no value, 
the payment for preferred stock during the year 
represents a total loss. 
The accounts will also appear as in A, except for the reserve, which will be as 
follows: 














Balance, set up as of December 31, 1932........... $5,105,000 
Credit at time of setting up back interest.......... 1,965,000 
NN oid are Cee wae ara atid bisa Gage oe at ee $7,070,000 
Debits: 
Adjustment as of December 31, 1932............ $105,000 
Pe III oo oon dX a casnstiapeasiasses 31,000 
Net gain on acquisition of Glendale securities... .. 810 136,810 
Adjusted balance, December 31, 1933.............. $6,933,190 
The carrying value of the investment is now $2,259,000: 
ECCT TRE er Orr $ 995,000 
I 66 45, -x win kiie s siaheieh aan 602,190 
SE Pea reer ee 76,000 
Se ood bok nckushenewane wanes 7,519,000 
5 ES ey rarer ee orate $9,192,190 
SS ce aeewe Miu dhuusuce wed e eee 6,933,190 
Rs od acata raw a oes asincienian maaan $2,259,000 
This carrying value, and the adjusted carrying value at December 31, 1932, 
on this basis, are verified below: Desnnher 28 
1933 1932 
Total assets—per Glendale books. $3,790,600 $3,935,000 
Depreciation not provided....... 800,000 1,300,000 
Total assets, as adjusted.... $2,990,600 $2,635,000 
Outside liabilities: 
Current liabilities............ $159,600 $ 64,000 
he eae ree 572,000 731,600 640,000 704,000 





Mammoth Company equity..... $2,259,000 $1,931,000 
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Note that it is incorrect to assess any portion of the deficit in excess of the par 
of the stock against the minority stock in this instance, as the Mammoth Com- 
pany is the principal creditor, and is subordinating its claims, so that it, as 
creditor, will bear the deficit remaining after the stock is wiped out. 

The increase of $328,000 ($2,259,000—$1,931,000) in carrying value during 
the year under this method is accounted for as follows: 


Net profit of Glendale Company.................5. $ 31,000 
Interest credited to Mammoth current account....... $404,000 

Less: cash withdrawn by Mammoth during 1933... 125, 279,000 
Increase in Mammoth holding of Glendale debentures 

Gulla Fane GE WG 6 oi CON 18,000 

MOE, «6 keh. stnnieniscadeceetanestens eee $328,000 


No. 2 (22 points): 

From the following balance-sheets and income accounts of the Universal 
Machinery Company and its Canadian subsidiary company prepare a con- 
solidated balance-sheet and income account and submit the working papers 
relative thereto: 


UNIVERSAL MACHINERY COMPANY 
Balance-sheet, December 31, 1932 


Assets 
Te eM ee eS $ 130,000 
SE CANE IO 5 oo. 0.5.0 5:46 itp dan do bees te sauesdaateue 400,000 
Investment in Universal Machinery Company of Canada, Ltd... 200,000 
Advances to Universal Machinery Company of Canada, Ltd..... 30,000 
Investment in stock of Universal Machinery Company— 

Sr IIIs 5 6-09 0 50. 45 0.46 0 54 9-0040s Pe Fen bane sete 10,000 
Ns 5 205 55-6 65 odie db ae ne cas eee cure se teaiee eee 260,000 
es 5. as. 6. 0s na bee mee eer senses case eeeee 240,000 
I, oh csi aK cree veh op ain ddd mae Ga cei ee 150,000 
Se ee eee 25,000 

$1,445,000 
Liabilities 
Capital stock: 

Common, no par value, 10,000 shares outstanding........... $1,000,000 
Reserves Ser GRO . «5.0 oc ccc cccaedep tas Conesceae eens 110,000 
RRR CICS 58:8 6 kbc gccek ec ccustes dab vscesang abana 185,000 
Surplus: 

ee Dees O. BOGE, oss cen caccesheccesupane $140,000 

SPT TT eee 70,000 

$210,000 

Dividend paid—$6 a share...............00eeeeee 60,000 
$ 150,000 
Balance Dessmiber SB, S008... oo vccsccdiiatccdscvebaveus $1,445,000 
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UNIVERSAL MACHINERY COMPANY OF CANADA, LTD. 
Balance-sheet, December 31, 1932 
(Accounts stated in Canadian currency) 





Assets 
OO ET OPO ee Rs ae er ee re ee ae eee $ 55,000 
ee OOOO EE ETN EET PTT FETT Ee 130,000 
cea. aa aa Sa RE ARERR Ree AV Fe Ee apt a? 80,000 
pS ey be ey tr Pe ye eae is 60,000 
AMM Bake Ss fies pak b's iw iw ta a's ns akon ea OE 50,000 
EMEA. 22... wnrng nce Jeane heasaeaon wa aes 5,000 
$380,000 
Liabilities 

Capital stock: 

Common, $100 par value, 2,000 shares outstanding........... $200,000 
ED NI Soo o.c 5c 6s cee iee nas scwbaesen seman 30,000 
EEE ne an ene 50,000 
Universal Machinery Company—advances................... 30,000 
Surplus: ——— 

I INS, Qe 6 5 ck wick sda cncksnsinnice $100,000 

I oes ins oo w vase mips Rw wis wig 20,000 

$120,000 
EES a Sse a VERVE cic ic cu cbiunsnceReeaeese 50,000 
ee ee ee $ 70,000 
$380,000 
Income Account for the year 1932 
Universal 
Machinery 
Universal Company 
Machinery of Canada, 
Company Ltd. 
Pet profit from Operations. .. ..........scccceccscsecs $47,000 $25,000 
Depreciation @ 5% of buildings and equipment at 
EY ad wid dig & wo ea Rad wo oe aera oc Ore 20,000 5,000 





$27,000 $20,000 


Miscellaneous income: 
Dividend received from Universal Machinery Com- 





RS FR ee re $50,000 
Dividend on Universal Machinery Company stock 
Pe NINE 6 cose Sendrcubeccccecaces ,000 
$53,000 
$80,000 
Provision for federal income taxes.................. 10,000 
Pe IE 6. ois ob kcecucimnarncenatabee $70,000 $20,000 





(1) The Canadian dollar was quoted at 90 cents on December 31, 1932, and at 
par on January 1, 1932. The average rate for the year was 95 cents. 

(2) The investment of the Universal Machinery Company in the real estate, 
plant and equipment of the Canadian company at January 1, 1932 
amounted to $155,000 United States currency. 

(3) Additions to the real estate and plant of the Canadian company during 
1932 amounted to $30,000 Canadian currency. 

(4) The question of income taxes need not be further considered. 
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(1) Conversion of the nominal accounts at the average rate of exchange does 
not mean that the profit will be converted at the average rate, since in- 
ventories are converted at the current rates at the beginning and end of 
the year. How important this factor may be is brought out by the 
present case: 

Net profit from operations: 











I aes a a tah fc ea sonics Ahead co-ed alata $25,000 

Converted at average rate—.95............. $23,750 

At balancing figure—as above.............. 9,000 
Indicated emchange loas. .... 2... cece cc cccccs $14,750 








If the inventory in Canadian currency was the 
same at the beginning and end of the year, 
$80,000, the fall in exchange during the year 
accounted for $8,000 of the above $14,750: 


Inventory, January 1, $80,000 at $1.00.... $80,000 
Inventory, December 31, $80,000 at .90.... 72,000 


Reduction in profit as converted........ $8,000 


(2) Intercompany sales and purchases, if any, should be converted at actual 
rather than average rates. 


Universal Machinery Company and its subsidiary 
Universal Machinery Company of Canada, Ltd. 
Consolidated income account—year ended December 31, 1932 


Net profit before depreciation, after losses due to exchange fluc- 


So tak Bat eg i oe ee $56,000 
I Te eee ee eee rt TL Et ae ae 25,000 
ee. aca cwenpenecedess bed néewnwesd ed denier $31,000 
Peovmmos for federal imcome tamed... ooo. c ccc ccc cccec cscs 10,000 
I i gl et ches Salah cid bdiboa inp Wel aialaeblys geMNees adl ae ence area $21,000 








Universal Machinery Company and its subsidiary 
Universal Machinery Company of Canada, Ltd. 
Consolidated balance-sheet—December 31, 1932 


Assets 
Current Assets: 
RM utes Cents sie bk dee Wek eo id akcadeuwen $195,000 
IS, «2 4.6. acing alas Sd 6p amp een 294,000 
Mies ce cndacahaskivte Lhkaasene’ 332,000 $821,000 
IES, 5.4 6 cccadcnmedssdenedesccenddens 29,500 
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Fixed assets: 





DOE, 6 ic donekscgnnneernes dale $185,000 
Buildings and equipment............. $528,500 
Less: reserve for depreciation....... 140,000 388,500 573,500 
$1,424,000 


Liabilities and capital 


DE ORE s 6. 6:1.08444 440d teed $ 230,000 
Net worth: 
Capital stock—no par value: 


DE wdc asdiwedcecedé 10,000 shares $1,000,000 
(0. ee ee eee 500 shares 
Ee 9,500 shares $1,000,000 
Surplus: 
Balance, January 1, 1932.............. $ 240,000 
Net income for the year ended December 
is, Bs. 0.6 d46F4db ee 21,000 
Mc hnethe os ivenradudede nes niee $ 261,000 
Less: 
Ok 5 icdbsdeveveseeuns $57,000 
Cost of 500 shares of treasury stock... 10,000 67,000 194,000 1,194,000 





$1,424,000 


Note.—There are several ways in which to show the 500 shares of no par value treasury stock 
which was purchased at a cost of $10,000. The statutes of the state will govern. 
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Correspondence 


STATED CAPITAL AND TREASURY STOCK 


Editor, THE JOURNAL OF ACCOUNTANCY: 

Str: I have read the criticisms of my letter on the above subject and have no 
change to make in it. 

Two of your correspondents intimate that I seek to avoid or evade the re- 
quirements of law. I believe those requirements to be that a certain amount 
of net assets shall be retained as effective capital, not as capital stock, and I 
covered the case by a note to the surplus setting forth that a part of it had been 
invested in the corporation’s stock and might not be available for dividends 
until suitable action had been taken and legal advice obtained. 

Mr. Hills says that accountants who neglect or refuse to follow his rule of law 
take responsibility and put themselves in jeopardy; others have said that if 
we do not correctly state the dividend situation as it may be affected by 
statutes we shall be subject to damages. What chance is there that anyone, 
accountant or lawyer, can guess correctly the interpretations courts will put 
upon statutes that: 

(1) Have not been the subject of a great deal of litigation (Hills). 

(2) Are an arbitrary legal requirement or a formula unrelated to and not 

based on fact or reason (Hills). 
when the rules already laid down by courts are 
(3) For the most part biased and prejudiced rules. (Frederick S. Fisher of 
Columbia law faculty)? 

Lawyers give advice and opinions according to their lights. If they fail to 
guess correctly they are not blamed. Often we think they were right even if 
they lost theircases. If we fail to guess correctly we shall be liable for damages 
only if we presume to give a legal opinion. 

There is no item in a balance-sheet so illuminating as ‘“‘earned surplus.”’ 
Anything that misrepresents the amount that a corporation has saved out of 
profits is deplorable and wrong. 

Finally, Mr. Hills’ facts are not immaculate. He says that General Foods 
held certain shares of its own common stock ‘‘in addition to 180,000 shares held 
by Frosted Foods Company (controlled by common stock ownership).”’ 
Frosted Foods Company never owned 180,000, or any, such shares. If it had, 
being a consolidated subsidiary, the 180,000 shares would unavoidably have 
appeared in the consolidated balance-sheet. Its absence therefrom would have 
shown at a glance to a moderately experienced accountant that no such stock 
was held. 

F,. W. THORNTON 

New York, June 12, 1934. 











Book Reviews 


DOUBLE TAXATION OF PROPERTY AND INCOME, by A. L. Harp1ne, 
Harvard University Press. 326 pages. 

Double Taxation of Property and Income is an exhaustive exposition of the 
progress of the laws imposing duplicate taxation on property and income, and 
it is written from a highly legalistic point of view. Perhaps an excerpt from 
the introduction may give a rather clear idea of the character of the work. 
Speaking of the desire of the public for a law that is certain and predictable 
as to its incidence the author says: 

“If we can satisfy this demand without at the same time stripping from the 
law its virility and power of growth we perform one of the services involved in 
the end of the law.” 

The power of growth of tax law is not so stunted as to indicate torpidity of 
the pituitary glands. 

Discussion of the duplication of tax imposition takes the form of comparison 
of certain “legal principles or theories,’’ the ‘‘control theory,’’ being the theory 
that the jurisdiction having control, through incorporation or otherwise, is the 
jurisdiction that can and should impose and enforce payment of taxes and the 
“‘protection’’ theory, being a theory that the jurisdiction that affords protec- 
tion should receive the taxes, and an “integration theory,’’ which is a theory 
based upon ‘‘economic integration,’’ whatever that may mean. Each of these 
three theories is said to have had some support from supreme court decisions, 
and it is implied that the conflict of theories has induced double taxation. 

The author favors the last named theory. His comments lead to the con- 
clusion that he attaches importance to the establishment of legal theory and 
has less care for the effect upon the taxpayer—if the latter benefit, well and 
good, but that is incidental. 

The text is crowded with references to litigated cases and court decisions and 
there are voluminous footnotes. There are also twenty pages of index to cited 
cases. 

If jurisdictions should restrict taxation to such as might be assessed under 
any one of these theories, the several jurisdictions using differing theories, the 
result would necessarily be that some property and income would be multiply 
taxed and some would escape altogether. Some is multiply taxed, but does 
any escape? 

It would have added interest to the book if the author could have told of 
specific jurisdictions that have adopted specific legal theories of taxation to the 
exclusion of other theories. Perhaps there are not any. But if jurisdictions 
will not admit the propriety of such restriction there is small hope of relief 
from injustice in argument as to the relative merits of differing legal principles. 

This book is emphatically a book for lawyers. It should be of much value 
to those who have to deal with litigated cases involving double taxation. It 
offers little to the taxpayer; if it be a corporation, income tax is assessed by 
this state, by the federal government, and by the city of New York, and when 
distributed in dividends it is again taxed by the state and by the federal govern- 
ment as income to the persons receiving dividends. Argument as to theories of 
taxation would avail little to induce any of these jurisdictions to cease collecting 
any of the five assessments. 

F, W. THORNTON 
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Accounting Questions 


[The questions and answers which appear in this section of THE JOURNAL OF 
ACCOUNTANCY have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by members of the American Institute of Accountants who are 
practising accountants and are published here for general information. The 
executive committee of the American Institute of Accountants, in authorizing 
the publication of this matter, distinctly disclaims any responsibility for the 
views expressed. The answers given by those who reply are purely personal 
opinions. They are not in any sense an expression of the Institute nor of any 
committee of the Institute, but they are of value because they indicate the 
opinions held by competent members of the profession. The fact that many 
differences of opinion are expressed indicates the personal nature of the answers. 
The questions and answers selected for publication are those believed to be of 
general interest.—EDITOR.] 


TREATMENT OF SECRET RESERVES UNDER NATIONAL 
SECURITIES ACTS 

Question: In view of the drastic provisions of the new securities acts, will an 
auditor be justified in tacitly approving (by ignoring) secret reserves? 

Answer No. 1: It seems to us that the question propounded to you relating 
to the securities act is one which does not readily lend itself to a general answer. 

Under section 11 of the securities act the accountant whose certification is 
given is charged with the responsibility of making a reasonable investigation 
and of forming the belief that the statements covered by his certificate are true 
and that there is no omission to state a material fact required to be stated 
therein or necessary to make the statements therein not misleading. Obviously, 
the word ‘“ material’’ infers that the accountant should exercise judgment in 
each individual case. 

The term “secret reserves”’ is a very vague appellation and in the mind of the 
inquirer might mean either totally unnecessary reserves or provisions made 
tending to lean to the side of ultra-conservatism. If the accounts covered by 
the accountant’s certificate contained so-called “secret reserves,’’ and if the 
amounts of these reserves proved to be an important element in the statement 
of the accounts, then the failure to disclose such reserves would constitute, in 
the language of the securities act, an “ omission to state a material fact required 
to be stated therein or necessary to make the statements therein not mis- 
leading.” 

Answer No. 2: It is our opinion that, apart altogether from the securities 
acts, an auditor is not justified in approving, even tacitly, secret reserves. 

To state the principle is, we appreciate, easy enough, but its application to 
the particular circumstances of individual cases is not so simple. Discriminat- 
ing judgment tempered by a sense of proportion must, of course, be exercised 
in distinguishing between the conservative provisions of prudent administration 
and secret reserves. If, however, after due deliberation the auditor considers 
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that, because of secret reserves, the accounts submitted do not fairly present 
the position, he should offer appropriate comment and exceptions in his report. 

Answer No. 3: We wish to advise you that in our opinion the reasonable 
attitude which an auditor should adopt toward the existence or non-existence 
of secret reserves is well expressed on page 37 of the booklet promulgated by the 
American Institute under date of January 21, 1934, entitled Audits of Corporate 
Accounts, reading as follows: 

“We think it well . . . to emphasize the fact that accounts must necessarily 
be largely expressions of judgment, and that the primary responsibility for 
forming these judgments must rest on the management of the corporation. 
And, though the auditor must assume the duty of expressing his dissent i « 
a qualification in his report, or otherwise, if the conclusions reached by the 
management are in his opinion manifestly unsound, he does not undertake in 
practice and should not, we think, be expected to substitute his judgment for 
that of the management when the difference is not of major importance, when 
the management’s judgment is not unreasonable and when he has no reason to 
question its good faith.” 


Obviously, the accountants may not ignore the existence of secret reserves 
when that existence is irrefutable. On the other hand, when there is reasonable 
ground for difference of opinion and divergence of judgment it may well happen 
that reserves which appear to be ultra conservative and, therefore, from the 
viewpoint of the accountant “secret reserves’’ may in fact not be such but, on 
the contrary, fully justified on the basis of the sound judgment of the manage- 
ment. 


FEDERAL INCOME TAX AS AN EXPENSE 


Question: We have a corporate client which entered into a contract with a 
large concern which furnished raw material, under which our client was guar- 
anteed a net profit of 10 per cent. of a certain base figure. Thecontract provided 
that this net profit was to be determined by deducting from gross income all 
expenses and costs, except depreciation and reserves. 

A loss resulted last year from operations, and the guarantee was effective. 
Our client by reason of the guaranteed profit, is liable for federal income taxes. 
The guarantor gives as its opinion that these federal income taxes should not 
be deducted before determining net profit, on the theory that federal income 
taxes are a reserve and properly chargeable to surplus. 

Our client holds that the federal income tax is similar to any other tax and 
expense and is properly deductible in determining net income, even though it 
results in a computation of tax on tax paid in the guarantee. 

Answer No. 1: The question is whether federal income tax is properly regarded 
as an expense in determining net profit in terms of a certain contract. 

The contract does not specifically include federal income tax as an expense 
and, this being so, unless it may be deduced otherwise as a fair inference from 
the course of dealing evidencing the intent of the parties, it is our opinion that 
such tax is not to be equated with “any other tax,” as the inquirer’s client holds, 
and should not be brought into account in determining net income within the 
terms of the contract. 

Answer No. 2: In our opinion the deduction of federal income tax is a legal 
matter depending on the actual working of the contract. However, in general, 
we consider that the federal income tax is a charge against a company’s profits 
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and not an item of expense which should be taken into account in a cost plus 
contract and we do not consider it in the same light as other taxes. 

Answer No. 3: The determination of this question, of course, is not a question 
of accounting principle but a question of the terms of the agreement between 
the parties. I assume, however, that the agreement is silent in respect to this 
item. In that case, my own opinion is that federal income tax does constitute 
an expense to be used in determining the net income. Unless specifically stated, 
federal income tax is a charge against income and not a factor in its deter- 
mination. 

The whole thing resolves itself in the question of the intent of the parties. 
It is not reasonable to suppose in the absence of a specific mention that it is the 
intention of one party to pay the income tax of the other. 
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